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The Commissioner is not easily 
thwarted in his search for revenue. So 
dividing a business into separate enti- 
ties may be of no effect taxwise unless 
the entities created are really separate 
and unless the “business purpose” and 
the “business activity” tests are satis- 
fied. Cecil J. McCaffrey presents an 
excellent discussion of the salient 
points to be noted in connection with 
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such transactions. * * 


Supplementary compensation is the 
subject of a compendium by Clarence 
F. McCarthy. He makes suggestions 
that may provide solutions for the vari- 
ous problems which may arise in this 
field. If a “bonus plan” does not do the Editor 
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FEDERAL 
TAXES 


Business EXPENSES were scrutinized re- 
cently in the case of Sachs, CCH Dec. 19,159(M), 11 TCM 882 
(1952). The owner of women’s and children’s stores incurred 
expenses for travel and entertainment when she made trips to 
New York City for the purpose of attending fashion shows and 
purchasing merchandise for her stores; such expenses were de- 
ductible as ordinary and necessary business expenses even though 
no record was kept of the amounts spent. The character of the 
business warranted such expenditures. Medical expenses paid 
to promote the morale of principal employees were deductible as 
business expenses on the ground that they constituted additional 
compensation to such employees. A contribution to a chamber 
of commerce also was deductible, but the deduction of a member- 
ship fee in a country club was disallowed. The store owner testi- 
fied that some members of the club were customers and that she 
had made the investment with the idea that they would buy sport- 
ing goods at her store. At the time she played golf at the club. 
However, it was held that the fee was paid “partly for personal 
reasons and partly to acquire good will and in the nature of a 
capital expenditure.” 


Partners are in the news again. For tax 
purposes, the Commissioner will query whether the individuals 
in a partnership are bona fide partners. 


Wives and relatives of partners and an employee contributed 
no money or services to a partnership; they neither provided nor 
were they in a position to provide security to cover any losses. 
The partners and the employee, rather than the wives and rela- 
tives, were held taxable on the partnership’s share of profits 
derived from a joint venture with other persons.—D yer, CCH Dec. 
19,144(M), 11 TCM 858 (1952). 
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Where four children contributed services to a partnership 
and eight children did not, all 12 children were bona fide partners. 
—Lankford v. Dunlap, 52-2 ustc § 9452 (DC Tex.). 


While not partners in the formal sense, attorneys who work 
together on the litigation of a case are joint venturers and, there- 
fore, partners for tax purposes. Although one attorney enters a 
case at the appeal stage only, he is entitled to spread his fee over 
the entire period of the litigation. Thus a lawyer who participated 
in the preparation of an appeal was allowed to allocate his share 
of the fee over a period of 53 months although he collaborated on 
the case for a period of only 13 months.—Van Hook v. U. S., 
52-2 ustc J 9459 (DC IIl.). 


A FORGED CHECK was cashed by a part- 
nership in the ordinary course of business. The check was 
deposited in a bank and the partnership account credited with 
the amount. Later, after the partnership was dissolved, the check 
was returned to the bank because of the forgery. The bank col- 
lected the amount of the check from one of the partners by debit- 
ing his personal account with that amount. No reimbursement 
was received from the other partner, as each partner had agreed 
to absorb various bad check losses. On these facts it was held 
that the partner whose personal account was debited was entitled 
to a business loss deduction in the amount of the check.—Markovits, 


CCH Dec. 19,138 (M), 11 TCM 823 (1952). 


THE COST of repainting a personal resi- 
dence immediately prior to its sale is not a proper adjustment to 
the basis of the property in determining gain on the sale. Such 
cost is not an expenditure, receipt, loss or other item properly 
chargeable to capital account under Section 113(b)(1) of the 
Code. This ruling is based ona prior court decision to the effect 
that, in general, expenses chargeable to capital account include 
only those which are incurred in connection with the original 

uals acquisition of property or the subsequent enlargement or improve- 
ment thereof. There’s also a prior ruling (I. T. 1550 (1923)) that 
painting of rental property is an ordinary repair and the cost 
thereof is deductible as an ordinary and necessary business expense. 


—I. T. 4094 (1952). 
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| nor 
sses. 
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‘ofits Is YOUR DAUGHTER in nursing school? 
Dec. If so, and you wish to claim her as a dependent, you may be 

interested in the following: A girl attended a nursing school 

which furnished room, board and uniforms, without cost to her, 
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but paid her no regular salary. Her father sent her $25 to $30 
monthly for use in buying her clothes. His claim that she was a 
dependent was disallowed on the grounds that he had not estab- 
lished that he had furnished over one half of the support of his 
daughter.—T urner, CCH Dec. 19,168(M), 11 TCM 904 (1952). 


More is needed to sustain a conviction for 
a tax violation than the statements of the taxpayer. Taxpayer 
was convicted on a charge of attempting to defeat and evade 
income tax by overstating depreciation on property. The ad- 
missible evidence consisted of statements of taxpayer to that 
effect. Upon appeal the conviction was reversed, the court stat- 
ing: “The burden, after all rests squarely upon the government, 
and that burden is to prove beyond a reasonable doubt that the 
allegations contained in the indictment are true. In assaying the 
evidence to determine whether the government has successfully 
carried this burden, we must disregard the extrajudicial state- 
ments of . . . [taxpayer] and only appraise whatever other 
evidence the prosecution has introduced.’—Spriggs v. U. S., 
52-2 ustc | 9454 (CA-9). 


[THE OWNER of a newly established liquor 
business was allowed to include in his opening inventory ten cases 
of “off biands” liquor which he personally had on hand from a 
previous business venture. Such liquor was kept in his cellar at 
home and transferred to his new business as needed.—Vidmar, 


CCH Dec. 19,140(M), 11 TCM 854 (1952). 


\ RE FEDERAL SUBSIDIES, paid to a 
copper company for producing over its quota, part of the value 
of the materials produced? The Arizona Supreme Court ruled 
in the negative recently when the state attempted to include such 
amounts as revenue under the Excise Revenue Act. ‘The state 
had contended that it could use any one of four bases: gross pro- 
ceeds of sale, gross income, value, or rates against gross receipts. 
The court rejected this contention, found that there was no pro- 
vision in the act for the last basis and then determined that the 
proper basis was that of value. It stated that subsidies are an 
artificial way of encouraging an industry or enterprise otherwise 
than by increasing the value of its product; subsidies constitute 
income for the producer but they are not a component part of the 
selling price of his product. Not being part of the value (market 
price) of the goods, such subsidies were not taxable.—State Tax 
Commission v. Miami Copper Company, 2 stc J 250-180 (1952). 
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New Supreme Court Term. . . 


Budget Estimates Revised . . . 


Bureau Reorganization Advances 


Washington Tax Talk 


The President 


The government’s financial program for 
the fiscal year 1953 has recently been reap- 
praised in a Statement by the President 
Reviewing the 1953 Budget. As indicated 
in the table below, the revised figures now 
call for lower receipts, lower expenditures 
and a smaller deficit, though all figures still 
are higher than those for 1952. 


Budget Totals 


(Fiscal Years in Billions) 


1951 1952 1953 Estimated 
Actual Actual Jan. Revised 


Receipts $48.1 $62.1 $71.0 $68.7 
Expenditures 44.6 66.1 85.4 79.0 
Surplus (+) 


or Deficits + 3.5 —40 — 144 — 10.3 


Direct taxes on corporations and _ indi- 
viduals will account for about 85 per cent 
of the receipts, with a decrease in the esti- 
mated yield from taxes on corporations 
and an increase in the estimated yield from 
taxes on individuals. As might have been 
expected, the major national security pro- 
grams—military services, international se- 
curity and foreign relations, atomic energy, 
defense production and economic stabiliza- 
tion, civil defense, and maritime activities 
—will be allocated almost 74 per cent of 
the total expenditures, with interest and 
veterans’ benefits constituting the next 
largest item. 


The over-all program, and the national 
programs in particular, will be affected by 
the r€cent work stoppage in the steel in- 
dustry and by the continuation of hostilities 
in Korea, as the quantitative effect of these 
factors can not be immediately known. 


Expenditures for highway construction 
and for agriculture and agricultural re- 
sources will be higher, though expenditures 
for housing and community development 
are now revised to a lower figure. 


Washington Tax Talk 


The reasons for the various changes in 
the estimated expenditures are set forth, 
lower obligational authority being promi- 
nent, and the general figures are broken 
down by the use of tables with specific data 
on each program. 


The Supreme Court 


Twenty-seven Federal Tax Cases on 
Supreme Court Docket.—When the United 
States Supreme Court opens its October, 


_ 1952 term on October 6, it will have 27 fed- 


eral tax cases on its docket. 


Twenty-three of the cases are new, cer- 
tiorari having been applied for while the 
Court was in recess. The four cases which 
previously had been granted certiorari by 
the Court are Alison v. U. S.; Arrowsmith, 
Executor v. Commissioner; U. S. v. Beacon 
Brass Company, Inc.; and Stevenson-Chislett, 
Inc. v. U.S. 

Summaries of the docketed cases are as 
follows: 


Advance Machinery Exchange, Inc. v. Com- 
missioner (CA-2), 52-1 ustc § 66,036.—(1) 
Where taxpayer, two other corporations 
and an individual, although ostensibly sep- 
arate entities, were all engaged in the same 
business, used the same equipment and em- 
ployees, and to a large extent supplied the 
same customers, there is no reason to deny 
the application of Code Section 45 where 
arbitrary allocation of the income is made 
among affiliates who could, under Code Sec- 
tion 141, consolidate their incomes, and the 
income of all four businesses was properly 
taxable to taxpayer. (2) Although the in- 
come from three other businesses is allo- 
cated to taxpayer, their invested capital credit 
may not likewise be allocated. Docket 259. 
Certiorari applied for August 6, 1952. 

Alison v. U. S. (DC), 51-1 uste J 9353.— 
Taxpayer could not deduct, in 1941, a loss 
attributable to embezzlement by her busi- 
ness agent and advisor in prior years, even 
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though the loss was not discovered until 
1941, the year of the embezzler’s death. 
Docket 79. On certificate from CA-3, May 
23, 1952. Entire record ordered sent up 
June 9, 1952. 


Arrowsmith, Executor (Bauer Estate) v. 
Commissioner (CA-2), 52-1 ustc § 9152.— 
Liabilities which taxpayers incurred and paid 
as transferees in 1944 under a judgment 
were directly related to and would not have 
existed except for a capital distribution 
made by a corporation to those taxpayers 
in earlier years and are deductible as cap- 
ital losses. Docket 51. Certiorari granted 
June 9, 1952. 


Beacon Brass Company, Inc. et al.; U. S. 
v. (DC Mass.), 52-1 ustc § 9273.—The mak- 
ing of fraudulent representations to a 
Treasury agent to support a fraudulent re- 
turn is not a violation of Code Section 145, 
which carries a six-year limitations period 
during which prosecution may be begun, 
but is a violation of 18 USCA Section 1001, 
which carries only a three-year limitations 
period. Docket 30. Appeal filed March 19, 
1952. Jurisdiction noted April 21, 1952. 


Beck v. Commissioner (CA-2), 52-1 ustc 
7 9219.—(1) Fair market value of taxpay- 
er’s inherited interest in iron ore lands was 
properly determined as of the basic date, 
the date the property was inherited (March 
2, 1952), by the use of Hoskold’s formula, 
based on the estimated ore reserves as re- 
ported for state ad valorem tax purposes 
and reviewed by the College of Mines of 
the University of Minnesota. Facts not 
known as of the basic date could not be 
used as a basis for computing a new valu- 
ation. (2) The Commissioner properly 
retroactively reduced taxpayer’s depletion 
allowance for all open taxable years where, 
on the basis of facts known and reasonably 
ascertainable in such years, the taxpayer 
could reasonably be expected to have known 
that the original reserves were in excess of 
the estimate used for computing the.rate of 
depletion. (3) Pursuant to a compromise 
agreement, taxpayer acquired iron ore lands 
and cash from her father’s estate and agreed 
to pay a proportionate share of federal es- 
tate and state inheritance taxes, and the 
trustee of the father’s will was to advance 
money to taxpayer for the payment of the 
taxes to be repaid by taxpayer to the trus- 
tee by means of withholding certain amounts 
from the royalties due taxpayer from the 
iron ore lands. The sums so withheld were 
income to taxpayer, the taxes so paid were 
not additional cost of the inherited property 
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so as to be the subject of depletion allow- 
ances nor were such taxes deductible ex- 
penses paid or incurred for the production 
or collection of income. (4) Where tax- 
payer created trusts, for the purpose of pro- 
viding funds to carry out a certain art 
project, and each year transferred to the 
trusts a portion of her asserted remainder 
interest in the trust of her father’s person- 
alty, the value of the asserted interest, even 
if such value were ascertainable, was not 
deductible as a contribution to a trust oper- 
ated for educational purposes, since the 
father’s will as construed by a state supreme 
court precluded taxpayer from ever realiz- 
ing her asserted interest in the trust of her 
father’s personalty. Docket 99. Certiorari 
applied for June 3, 1952. 


Centracchio v. Garrity (CA-1), 52-2 ustc 
{ 9413.—A taxpayer’s motion, filed in antici- 
pation of his indictment for tax fraud, to 
suppress evidence which he had voluntarily 
disclosed to Bureau agents was ordered to 
be dismissed for lack of equity. Docket 328. 
Certiorari applied for September 9, 1952. 


58th Street Plaza Theatre, Inc. v. Commis- 
sioner (CA-2), 52-1 ustc J 9248.—Where the 
evidence disclosed that no business purpose 
existed in a sublease of theater property 
made by taxpayer-corporation to the wife 
of its principal stockholder, the profit real- 
ized from the sublease constituted income 
of the corporation, and the amount of such 
profit was taxable to the wife as a dividend 
even though none was declared. Docket 91. 
Certiorari applied for May 29, 1952. 


Girard Trust Corn Exchange Bank, Trustee 
(Welsh Trust) v. Commissioner (CA-3), 52-1 
ustc J 9216.—(1) A divorced wife, who was 
a nonresident alien, was properly required 
to include in her gross income, pursuant to 
Code Section 22 (k), payments made to her, 
under a separation agreement and divorce 
decree, from the corpus of a trust created 
by her deceased husband during his life- 
time of which she was not a beneficiary, 
where subsequent to his death a court of 
competent jurisdiction had ordered said 
payments to be continued out of the corpus 
of such trust. Code Section 171, dealing 
with alimony trusts, was not applicable, 
since such statute applies only where the 
provisions of Code Section 22 (k) are not 
applicable and where the payments are made 
from trust income. (2) Taxpayer, as trus- 
tee of the trust, was subject to the 30 per 
cent withholding tax under Code Section 
143 (b) on the alimony payments made from 
the corpus of the trust to the nonresident 


(Continued on page 836) 
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Patronage Refunds 


BY EXEMPT COOPERATIVES UNDER THE REVENUE ACT OF 1951 


By WILLIAM A. SUTHERLAND and MAC ASSBILL, Jr. 


OU are tax counsel for a small farmers’ 

cooperative, Farm Products Cooperative, 
Inc., which engages in the purchase of farm 
equipment and supplies for its patrons. For 
several years you have advised this client 
on matters of federal income taxation, al- 
ways taking special care to see that it main- 
tained its exempt status under Section 101 
(12) of the Internal Revenue Code. How- 
ever, the total exemption which it has en- 
joyed in the past has been restricted by 
Section 101 (12) (B) of the Code, added 
by Section 314 (a) of the Revenue Act of 
1951, with the result that in taxable years 
beginning after December 31, 1951, your 
client will be subjected to income tax just 
as any other corporation, except for certain 
specific tax benefits granted by this section. 


1The courts and the Treasury now treat pat- 
ronage refunds as exclusions. G. C. M. 17895, 
1937-1 CB 56; I. T. 3208, 1938-2 CB 127. See, for 
example, Colony Farms Cooperative Dairy, CCH 
Dec. 18,584, 17 TC 688 (1951); Dr. P. Phillips 
Cooperative, CCH Dec. 18,665, 17 TC 1002 (1951). 
The only case found actually holding this way 
is Texsun Supply Corporation, CCH Dec. 18,542, 
17 TC 433 (1951). There has been some authority 
in the past for treating them as deductions. For 
example, Cooperative Oil Association v. Commis- 
stoner, 40-2 ustc {| 9797, 115 F. (2d) 666 (CCA-9); 


Patronage Refunds 


A FRESH APPROACH TO THE QUESTION WHETHER AN EXEMPT COOP- 
ERATIVE MUST NOW MEET THE CONTRACTUAL REQUIREMENTS iMPOSED 
UPON NONEXEMPTS IN ORDER TO EXCLUDE PATRONAGE REFUNDS .. . 


Mr. X, the president of Farm Products 
Cooperative, Inc., has been in the coopera- 
tive business for 20 years, and during that 
time he has acquired considerable knowl- 
edge of the tax laws as they apply to 
cooperatives. Therefore, you are not sur- 
prised when he enters your office one day 
and points to the following language in the 
new section: 


“Patronage ... refunds .. . shall be taken 
into account in computing net income in 
the same manner as in the case of a [non- 
exempt cooperative].” 


He asks you whether it means that he 
must now have the same sort of contractual 
obligation that is required of a taxable co- 
operative in order to permit the exclusion’ 
of patronage refunds.’ 


see I. T. 1499, I-2 CB 189 (1922); I. T. 1566, II-1 
CB 85 (1923); A. R. R. 6967, III-1 CB 287 (1924). 
.2?The term ‘‘patronage refunds’’ is used to 
indicate those ‘‘patronage dividends, rebates, 
and refunds’’ referred to in Code Sec. 101 (12) 
(B) and includes all distributions to patrons, in 
proportion to the business transacted by each 
patron with the cooperative, of net proceeds 
derived from patronage, whether in the form of 
cash or otherwise. Cf. Regs. 111, Sec. 29.148-4 
(d) (3). 
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Mr. X has received from the National 
Council of Farmer Cooperatives a copy of 
an address made recently to a conference 
of cooperative attorneys and accountants 
in which the speaker, after quoting the 
statute, stated: 


“The language just quoted says that the 
only patronage dividends, refunds and re- 
bates that may be made by an exempt co- 
operative are those made under conditions 
under which a nonexempt cooperative could 
deduct or exclude such patronage dividends, 
refunds and rebates in computing its in- 
come taxes. Now, when may a nonexempt 
cooperative take such deductions or exclu- 
sions? When it is under a mandatory obliga- 
tion prior to the transactions in connection with 
which such dividends, refunds and rebates 
arose to make such payments.” (Italics sup- 
plied.) * 

If this “mandatory obligation” must be 
a contract which, by formula or otherwise, 
eliminates the exercise of discretion by the 
directors of the cooperative by definitely 
fixing the amount to be distributed to 
patrons, Mr. X says that it will deprive 
Farm Products Cooperative, Inc., of the 
flexibility with respect to payment of patron- 
age refunds which is essential to the efficient 
operation of its business. 


Statutory Structure 


This time you have anticipated your 
client’s question. You have reviewed the 
development of the statutory structure, be- 
ginning with Section 101 (12) of the Code,‘ 
which prior to the Revenue Act of 1951 
afforded your client complete exemption 
from income taxes. Farm Products Co- 


31 Tax Memorandum, No. 7, p. 1 (1952). 

* Code Sec. 101 (12) provided: 

‘Farmers’, fruit growers’, or like associations 
organized and operated on a cooperative basis 
(a) for the purpose of marketing the products 
of members or other producers, and turning 
back to them the proceeds of sales, less the nec- 
essary Marketing expenses, on the basis of 
either the quantity or the value of the products 
furnished by them, or (b) for the purpose of 
purchasing supplies and equipment for the use 
of members or other persons, and turning over 
such supplies and equipment to them at actual 
cost, plus necessary expenses. Exemption shall 
not be denied any such association because it 
has capital stock, if the dividend rate of such 
stock is fixed at not to exceed the legal rate of 
interest in the State of incorporation or 8 per 
centum per annum, whichever is greater, on the 
value of the consideration for which the stock 
was issued, and if substantially all such stock 
(other than nonvoting preferred stock, the 
owners of which are not entitled or permitted 
to participate, directly or indirectly, in the 
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The authors are members of the law firm 
of Sutherland, Tuttle & Brennan, with 
offices in Washington, D. C., and Atlanta, 
Georgia. They are indebted to John W. 
Barnett and E. Deane Leonard, members 
of the third-year class of the Harvard 


Law School, for their valuable assist- 
ance in the preparation of this article. 





operative, Inc., has never failed to meet the 
requirements of this section. All of its 
capital stock is owned by producers who 
purchase their supplies and equipment 
through the cooperative; its reserve has 
never exceeded the amount reasonably re- 
quired for necessary purposes; the value 
of its purchases for nonmembers has not 
exceeded the value of those for members; 
it has restricted its purchases to those for 
members and other producers; and it has 
always treated nonmember patrons the same 
as members insofar as the distribution of 
patronage refunds has been concerned.* 


This section itself was left unchanged by 
the Revenue Act of 1951, except for the 
fact that it was redesignated Section 101 
(12) (A). However, to a considerable ex- 
tent, the exemption granted by it was taken 
away by Section 314 (a) (2) of the 1951 
act, which became Section 101 (12) (B) 
of the Code. It is this section with which 
you are primarily concerned. It provides: 


“An organization exempt from taxation 
under the provisions of subparagraph (A) shall 
be subject to the taxes imposed by sections 
13 and 15, or section 117 (c) (1), except 
that in computing the net income of such 


Profits of the association, upon dissolution or 
otherwise beyond the fixed dividends) is owned 
by producers who market their products or pur- 
chase their supplies and equipment through the 
association; nor shall exemption be denied any 
such association because there is accumulated 
and maintained by it a reserve required by State 
law or a reasonable reserve for any necessary 
purpose. Such an association may market 
the products of nonmembers in an amount the 
value of which does not exceed the value of the 
products marketed for members, and may pur- 
chase supplies and ecuipment for nonmembers 
in an amount the value of which does not ex- 
ceed the value of the supplies and equipment 
purchased for members, provided the value of 
the purchases made for persons who are neither 
members nor producers does not exceed 15 per 
centum of the value of all its purchases. Busi- 
ness done for the United States or any of its 
agencies shall be disregarded in determining 
the right to exemption under this paragraph 


" "s See Regs. 111, Sec. 29.101(12)-1. 
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an organization there shall be allowed as 
deductions from gross income (in addition 
to other deductions allowable under section 
23)— 

“(i) Amounts paid as dividends during 
the taxable year upon its capital stock, and 


“(ii) amounts allocated during the tax- 
able year to patrons with respect to its 
income not derived from patronage (whether 
or not such income was derived during such 
taxable year) whether paid in cash, mer- 
chandise, capital stock, revolving fund cer- 
tificates, retain certificates, certificates of 
indebtedness, letters of advice, or in some 
other manner that discloses to each patron 
the dollar amount allocated to him. Allo- 
cations made after the close of the taxable 
year and on or before the fifteenth day 
of the ninth month following the close of 
such year shall be considered as made on 
the last day of such taxable year to the 
extent the allocations are attributable to in- 
come derived before the close of such year. 


“Patronage dividends, refunds, and rebates 
to patrons with respect to their patronage 
in the same or preceding years (whether 
paid in cash, merchandise, capital stock, 
revolving fund certificates, retain certificates, 
certificates of indebtedness, letters of advice, 
or in some other manner that discloses to 
each patron the dollar amount of such divi- 
dend, refund, or rebate) shall be taken into 
account in computing net income in the 
same manner as in the case of a coopera- 
tive organization not exempt under sub- 
paragraph (A). Such dividends, refunds, 
and rebates made after the close of the 
taxable year and on or before the 15th day 
of the ninth month following the close of 
such year shall be considered as made. on 
the last day of such taxable year to the 
extent the dividends, refunds, or rebates, 
are attributable to patronage occurring be- 
fore the close of such year.” 

In considering this new section you were 
immediately struck by the strange language 
relating to patronage refunds. Why does 
the section refer to taxable cooperatives 
instead of providing simply that patronage 
refunds are to be excluded from gross 
income? If its purpose is to impose addi- 
tional contractual requirements on exempt 
cooperatives, why does it not so state in 
unambiguous language? 

Before finding the answers to these ques- 
tions, you pulled out a copy of the charter 


and bylaws of Farm Cooperative, Inc., to 
see what changes would be necessary if 
the new section does impose the require- 
ment of a definite, pre-existing contract of 
the type envisioned by Mr. X. 


Contractual Provisions 
in Charter and Bylaws 


The charter and bylaws of Farm Products 
Cooperative, Inc., provide that it shall 
operate on a nonprofit cooperative basis 
for the mutual benefit of its patrons. The 
bylaws state that the excess of revenue over 
expenses * shall be called the “net margin.” 
This “net margin” is first to be reduced 
by the amount necessary to pay dividends 
on capital stock, which dividends are limited 
by the cooperative corporation law of the 
state of incorporation to 8 per cent of the 
value of the consideration for which the stock 
was issued. “The remainder of the ‘net 
margin’ shall at all times be the property of 
the patrons and shall not become the prop- 
erty of the cooperative as such.” 


However, it is not necessary under the 


. bylaws of Farm Products Cooperative, Inc., 


that all of this remainder be paid out to 
patrons at any specific time. The board 
of directors is authorized to establish from 
the remainder “such reasonable reserves as 
are necessary for efficient operation of the 
business of the cooperative or as required 
by law” and is required to credit on the 
books of the cooperative, on the basis of 
patronage, the amounts set aside in the 
reserve. These amounts are subject to 
repayment to patrons if and when the 
reserves are not reasonably required, in 
which case they “shall be paid to patrons, 
either in cash or as hereinafter provided, 
less any impairment thereof lost in opera- 
tion of the cooperative.” 


That part of the remainder which is not 
retained as reserves must be distributed at 
least once a year to patrons on the basis 
of the doilar volume of business transacted 
by each patron with or through the coopera- 
tive. This distribution can, in the discretion 
of the board of directors, be in the form 
of cash or a certificate of indebtedness, 
letter of advice or other written notice to 
the patron which discloses the amount being 
so distributed. The amounts of “net margin” 
represented by reserves retained by the 





* “Expenses,’’ in general, comprise all deduc- 
tions allowable for federal income tax purposes, 
including such valuation reserves as those for 


bylaws of Farm Products Cooperative, Inc., 
designates those reserves which are, in general, 
the counterpart of corporate surplus or appro- 


bad debts and depreciation. The term ‘“‘re- priations of corporate surplus. 


serves,’"’ as used in this article and in the 
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directors or by certificates of indebtedness 
or other forms of written notice are con- 
sidered to be capital advances made by the 
patrons in the year in which retained. Ac- 
cording to the bylaws, the certificates are 
to be retired whenever in the judgment of 
the board of directors the capital of the 
cooperative is adequate to serve its require- 
ments. 


Even if Section 101 (12) (B) calls for 
the same type of pre-existing contract that 
is required in the case of taxable coopera- 
tives and if a taxable must have a contract 
under which the amount of patronage re- 
funds is in no way dependent upon the 
discretion of the directors, it occurred to 
you that the new section should create no 
real difficulty for Farm Products Coopera- 
tive, Inc. By a simple amendment to its 
bylaws, your client could eliminate authority 
in the directors to retain any reserve over 
that required by state law, with all net 
margin over and above that reserve and the 
dividends on capital stock being distributable 
to patrons. To satisfy its capital needs it 
could, pursuant to present provisions in the 
bylaws and in conformity with the provi- 
sions of Section 101 (12) (B) concerning 
payment, distribute patronage refunds in 
the form of certificates of indebtedness or 
letters of advice, thereby retaining funds 
sufficient for its needs and at the same time 
having a firm contract to “distribute” a 
definite amount each year. 


Practical Difficulties 
Inherent in Definite Contract 


You pass this idea on to Mr. X as a 
suggested solution to the problem which 


™The Treasury has indicated its intention to 
tax both cash-basis and accrual-basis patrons on 
the face amount of distributions received in lieu 
of cash, regardless of their actual present worth, 
which may be negligible. Income Tax Informa- 
tion Release No. 2, April 13, 1950; Press Re- 
lease No. S-520, October 31, 1947; Letters from 
Deputy Commissioner to the National Council 
of Farmer Cooperatives, Hearings Before the 
Committee on Ways and Means on Proposed 
Revisions of the Internal Revenue Code, 80th 
Cong., 1st Sess., pp. 2619-2621 (1947). 

There are, apparently, only five cases dealing 
with the taxability to the patron of noncash 
patronage refunds. Two cases, both of which are 
poorly reasoned, support the Treasury position 
with respect to accrual-basis patrons, holding 
that the patron is taxable on the face amount 
of a certificate without regard to its fair market 
value. (Harbor Plywood Corporation, CCH Dec. 
17,464, 14 TC 158 (1950), aff’d 51-1 usrc {| 9222, 
187 F. (2d) 734 (CA-9), and George Bradshaw 
et al., CCH Dec. 17,477, 14 TC 162 (1950).) Two 
cases hold cash-basis patrons taxable on the fair 
market value of paper received, which value was 
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will protect his cooperative regardless of 
the final interpretation of Section 101 (12) 
(B). You point out, of course, that the 
Commissioner will consider the patrons tax- 
able on amounts so “distributed.” ’ 


Mr. X immediately informs you that your 
idea is impractical. The trouble with lawyers, 
he tactfully suggests, is that they do not 
know enough about the practical, everyday 
problems of their clients. He tells you that 
Farm Products Cooperative, Inc., in spite 
of the provisions in its bylaws, has never 
distributed patronage refunds to its patrons 
in any form other than cash, unless they 
have individually consented, in each in- 
stance, to payment in some other form. 
Farmers, he reminds you, like everyone 
else, dislike paying income tax on money 
which they have not received. Therefore, 
it could create a great deal of ill will among 
its patrons for Farm Products Cooperative, 
Inc., to pay its patronage refunds in the 
form of certificates of indebtedness or let- 
ters of advice. To avoid this, any funds 
which the cooperative desires to retain for 
use in its business will have to be retained 
under such circumstances that the coopera- 
tive, and not its patrons, will bear the tax.® 


Therefore, he continues, if a definite, pre- 
existing contractual formula is necessary 
under the new law, his cooperative will be 
on the horns of a dilemma. The contract 
must be effective at or before the beginning 
of each taxable year in order for the coopera- 
tive to exclude patronage refunds paid from 
the net margin of such year. If the formula 
results in a reserve which is too small, the 
cooperative will be hampered in its opera- 
tions by lack of sufficient retained funds. 
If, on the other hand, the formula produces 


found in each case to be the same as the face 
value. (Estate of Wallace Caswell, CCH Dec. 
18,743, 17 TC 1190 (1952) (income-bearing certifi- 
cates), and William A. Joplin, Jr., et al., CCH 
Dec. 18,848, 17 TC —, No. 188 (1952) (preferred 
stock).) The fifth case, drawing a questionable 
distinction, holds that a cash-basis patron is 
taxable on the face amount of a certificate ad- 
mitted by the court to have no fair market 
value when the certificate is received pursuant 
to a contract requiring its issuance but that the 
patron is not taxable at all on such a certificate 
when its issuance is not required by contract. 
(P. Phillips et al., CCH Dec. 18,675, 17 TC 1027 
(1951).) 

8 A method which has been employed by some 
cooperatives is the distribution of patronage 
refunds partly by notice and partly by cash, 
with sufficient cash to cover the estimated tax. 
Since the same percentage of cash must be dis- 
tributed to each patron in order to avoid dis- 
crimination among patrons, some patrons will 
receive more than enough cash to pay the tax 
on the distribution, while those in higher brack- 
ets will not receive enough. 
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a reserve which exceeds the needs of the 
business, it unnecessarily limits the amount 
which, when paid out as patronage refunds, 
can be excluded from gross income and 
thus results, in Mr. X’s opinion, in double 
taxation of amounts distributed to patrons 
in excess of the contractual obligation. 
Thus, a great premium is placed upon the 
accuracy of the cooperative’s forecast of 
future needs and future earnings. 


It would be a fortuitous accident, accord- 
ing to Mr. X, if his board of directors and 
officers could sit down at the beginning of 
a taxable year and estimate earnings and 
capital needs for that year with any degree 
of accuracy. Any one of a number of 
unforeseeable events could upset such an 
estimate even though all available facts had 
been carefully considered at the beginning 
of the year. Since farmers are its only 
customers, the cooperative is subject to all 
the uncertainties which beset the farmer. 
The crop yield of patrons, which cannot be 
foreseen at the beginning of the year, will 
directly affect the demand for the coopera- 
tive’s products. If this yield is unusually 
small, few farm supplies and little equip- 


ment will be bought, and cooperative earn- - 


ings will be low. A bumper crop, on the 
other hand, can swell cooperative earnings 
beyond reasonable expectation. 


Factors which affect the capital needs 
of the business or the advisability of paying 
patronage refunds range all the way from 
unexpected competition to sudden changes 


in the building program. If a competitor 
attempts to break into the area, it may. be- 
come necessary for Farm Products Coop- 
erative, Inc., in order to hold its patrons, 
to distribute larger patronage refunds than 
it had anticipated at the beginning of the 
year. Mr. X tells you of a small taxable 
cooperative in his locality which, in a single 
year, lost 30 per cent of its patrons to a 
new competitor, because its definite contract 
limited the patronage refunds which it could 
pay. On the other hand, an unexpected oppor- 
tunity to buy a new building would require 
the retention of a larger reserve than would 


® See footnote 1. 

For example, San Joaquin Valley Poultry 
Producers’ Association v. Commissioner, 43-1 
ustc { 9484,.136 F. (2d) 382 (CCA-9) (‘‘agent or 
trustee’’); California and Hawaiian Sugar Re- 
fining Corporation v. Commissioner, 47-2 ust¢c 
9361, 163 F. (2d) 531 (CCA-9) (trustee); Grey 
Bull Corporation, CCH Dec. 7952, 27 BTA 853 
(1933) (agency); Mobile Delivery Company, 
CCH Dec. 3033, 8 BTA 1224 (1927) (‘‘selling 
agency’’). A good discussion of the theories is 
found in Farmers Cooperative Company v. 
Birmingham, 49-2 ustc { 9400, 86 F. Supp. 201 
(DC Ia.). 
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have seemed desirable at the beginning of 
the year. 


These are just a few examples, Mr. X 
concludes, of the factors which make it 
impossible for his cooperative to operate 
efficiently on the basis of a definite pre- 
existing contract which does not permit the 
directors to exercise any discretion during 
the taxable year as to the amount to be 
distributed as patronage refunds. 


Exclusion of Patronage Refunds 
by Taxable Cooperatives 


You realize even hefore this discussion 
is completed that you will have to study 
the new law more carefully in order to give 
Mr. X a considered opinion as to whether 
it imposes any new contractual require- 
ments on Farm Products Cooperative, Inc. 
To understand the application of the new 
law to exempt cooperatives you decide to 
restudy the law applicable to taxable coopera- 
tives, since the relevant portion of Section 
101 (12) (B) refers to taxables. If the 
pre-existing contract required of a taxable 
can be as flexible as some cooperative 
lawyers have thought, it will be of little 
importance to your client whether the same 
type of contract is required in the case of 
an exempt cooperative. 


Since there is no statute referring specifi- 
cally to taxable cooperatives, all of the 
authority in this field is found in cases and 
administrative determinations. After a day 
or so of research you conclude that the 
case law on taxable cooperatives is still 
highly confused. Some of the confusion 
relates to matters in which you are not 
particularly interested at the moment, for 
example, whether patronage dividends are 
deductible or excludable,® or whether the 
theory which explains the relationship of 
a cooperative and its patrons is a trust 
theory, an agency theory or some other 
theory.” But you are vitally concerned 
about the fact that all of the cases talk of 
the necessity for pre-existing contracts re- 
quiring payment of earnings to patrons.” 


11 However, some of the cases have not actu- 
ally required a contract for payment. Courts 
have allowed exclusion of refunds actually paid 
but not those merely credited to the patrons on 
the cooperative’s books or otherwise retained by 
the cooperative, although the contracts involved 
did not call for payment. (Dr. P. Phillips 
Cooperative, cited at footnote 1; Farmers Union 
State Exchange,. et al., CCH Dec. 8620, 30 BTA 
1051 (1934); Fruit Growers Supply Company, 
CCH Dec. 6482, 21 BTA 315 (1930), aff'd 3 ustc 
{| 877, 56 F. (2d) 90 (CCA-9, 1932).) 














While some of the recent cases speak 
of the need for “certainty” of payment,” 
they do not analyze carefully the type of 
contract that is required. A number of the 
cases permitting exclusion do so on the 
basis of vague contracts which lack preci- 
sion in the formula by which the amount 
of patronage refunds is determined or in 
the contractual provisions governing payment. 
In San Joaquin Valley Poultry Producers’ 
Association,” for example, the Court of 
Appeals for the Ninth Circuit held that 
an obligation to credit net proceeds to 
patrons on the books of the cooperative 
justified the exclusion of the amounts so 
credited, even though payment in cash at 
any time was left to the sole discretion of 
the directors.* Although the patrons were 
notified of the amounts credited to their 
respective accounts, such notice was not 
required by the bylaws or by any other 
contractual provisions, nor was it men- 
tioned by the court of appeals. Since credit- 
ing on the books of the cooperative without 
notice to patrons would not, under present 
Treasury practice,” result in the taxation 
of net proceeds to patrons, a contract re- 
quiring only crediting would involve no 
administrative difficulty and would leave the 
cooperative free to decide at the end of each 
year how much, if any, of the net proceeds 
should be paid to patrons and excluded by 
the cooperative. If the requirements im- 
posed upon taxable cooperatives can be met 
by adopting a flexible contract such as the 
one involved in the San Joaquin case, it is 
unnecessary to decide whether the strange 
language in Section 101 (12) (B) means 


12See Beaver Valley Canning Company, CCH 
Dec. 18,027(M), 9 TCM 1120, 1123 (1950); Drug- 
gists’ Supply Corporation, CCH Dec. 15,871, 
8 TC 1343, 1344 (1947). 

13 43-1 ustc { 9484, 136 F. (2d) 382 (CCA-9), 
rev'g CCH Dec. 12,570-C (1942). 

% Other cases following this view are Milk 
Producers Association of Central California, 
CCH Dec. 14,037(M), 3 TCM 679 (1944), and 
California Pine Box Distributors, CCH Dec. 
13,404(M), 2 TCM 537 (1943). 

% See footnote 7. The Treasury has generally 
not attempted to tax noncash patronage refunds 
to patrons who have not received notice of the 
amount of the refunds, and the Tax Court has 
indicated that such an attempt would be unsuc- 
cessful. (William A. Joplin, Jr. et al.) 

% Furthermore, the authority of the San 
Joaquin case is limited because the court relies 
upon a construction of California law. Since a 
cooperative under California law can make no 
profit, the court reasoned, there can be no in- 
come to tax. Yet, the court distinguished an 
earlier and conflicting case in the same circuit, 
Cooperative Oil Association v. Commissioner 
cited at footnote 1, on the ground that the 
earlier case came up under Idaho rather than 
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that an exempt cooperative must meet the 
same requirements. Farm Products Cooper- 
ative, Inc., would have no difficulty in 
amending its bylaws to meet such standards. 


Such decisions, however, seem to you to 
be poorly reasoned.” They recognize that 
a pre-existing contractual obligation to pay 
net proceeds to patrons is necessary to pre- 
vent such proceeds from becoming part of 
the gross income of the cooperative, but 
they fail to realize that such a contract will 
not logically support exclusion of patronage 
refunds, unless it is definite with regard to 
the amount to be distributed and the time 
of distribution. Since in these cases the 
time of payment and the amount to be 
paid at any given time are left to the dis- 
cretion of the cooperative, these decisions 
permit the exclusion of earnings as to which 
the cooperative has the same freedom of 
action as does the ordinary corporation with 
respect to its earnings.” 


Even if these cases could stand careful 
analysis, which you do not believe, they 
would present a serious danger as far as 
patrons are concerned. The issuance of 
certificates representing patronage earnings 
retained in the business or even the giving 
of notice to the patrons that earnings in 
a given amount are, in fact, being retained 
is, according to the Bureau, enough to justify 
taxation of the patron. Although this result 
seems unrealistic from the standpoint of 
value received by the patron, several theories 
have been advanced to support it. One is 
that the money represented by the cer- 
tificate has been constructively received and 
reinvested.” Another is that there has been 


California law, although the pertinent portions 
of the Idaho and California statutes were 
identical. 

11 The same criticism applies logically to those 
cases which allow the exclusion of amounts re- 
tained by the cooperative, notice of which is 
given to patrons pursuant to a contract requir- 
ing such notice. (Otsego County Cooperative 
Association, CCH Dec. 19,137(M), 11 TCM — 
(1952); Colony Farms Cooperative Dairy, and 
Dr. P. Phillips Cooperative, cited at footnote 
1.) Perhaps the Treasury will not change its 
position in this type of case so long as it is 
successful in taxing the patron on the full 
amount represented by such notice. (See the 
discussion at footnotes 18 and 19.) 

% Letters from Deputy Commissioner to the 
National Council of Farmer Cooperatives, cited 
at footnote 7; Farmers Cooperative Company v. 
Birmingham, cited at footnote 10, at p. 236. 

For a taxpayer to have income by constructive 
receipt, such income ‘‘must be made available 
to him so that it may be drawn at any time, and 
its receipt brought within his own control and 
disposition.’’ (Regs. 111, Sec. 29.42-2,. For ex- 
amples of constructive receipt, see Regs. 111, 
Sec. 29.42-3; Schoenheit et al. v. Lucas, 2 ustc 
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“actual receipt” of income since the money 
has been employed in a manner designated 
in advance by the patron in the contract.” 
Since notice is not requisite to the validity 
of either of these theories, either, if accepted, 
could be extended to cause the patron to 
be taxed on amounts excludable by the 
cooperative whether or not he received 
notice. If other cases follow the San Joaquin 
theory, there is reason to fear that the 
Treasury may press for this extension.” 


Another group of cases allows exclusion 
of amounts paid out under contracts per- 
mitting the prior retention of “reasonable” 
reserves.“ To the extent that these include 
not only valuation reserves but also the 
cooperative counterpart of “earned surplus,” 
this sounds like a solution to the coopera- 
tive’s problems. However, you think that 
these decisions are unsound under a theory 
which requires a definite pre-existing con- 
tract. One case suggests that no exclusion 
will be allowed if the amount of the reason- 
able reserve which could have been set up 
under the contract—but in fact was not— 
is more than the amount distributed.” This 
view seems to follow the contract theory 
but requires the court to exercise business 
judgment in determining the maximum 
reasonable reserve which could have been 
established by the directors. The courts 
are more likely to adopt an alternate view, 
refusing to attempt to fix the maximum 
reasonable reserve and saying that discre- 
tion on the part of either of the parties to 
the contract makes it illusory.* For the 
courts to follow either tack would be unsat- 
isfactory from your client’s standpoint, but 
either, you are forced to admit, seems a 
more logical view than that which allows 
the directors to set aside what they want 


(Footnote 18 continued) 

7 591, 44 F. (2d) 476 (CCA-4, 1930) (salary cred- 
ited to employee); Loose v. U. 8., 4 usre { 1362, 
74 F. (2d) 147 (CCA-8, 1934) (matured bond 
coupons).) 

% This contention was apparently made with 
partial success in P. Phillips et al., cited at 
footnote 7. (See the brief of the Commissioner, 
Docket Nos. 29723-29725.) 

2% Moreover, the more recent cases dealing with 
the taxability of patronage refunds to the pa- 
trons may affect the problem of the taxability to 
the cooperative. For example, it is not likely 


that the San Joaquin case (cited at footnote 10)~ 


and the Joplin case (cited at footnote 15) (cap- 
ital reserve accounts are not patron’s income, 
though credited on books) will be followed by 
the same court. 

2 Otsego County Cooperative Association, cited 
at footnote 17; Farmers Cooperative Company 
v. Birmingham, cited at footnote 10; Uniform 
Printing and Supply Company v. Commissioner, 
37-1 ustc { 9093, 88 F. (2d) 75 (CCA-7); Growers 
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in reserves and distribute the rest, exclud- 
ing everything they distribute. Some, at 
least, of the distribution in that instance 
comes to the patrons at the grace of the 
directors rather than under the dictates of 
the contract. 


You conclude reluctantly that the cases 
which give you comfort by indicating that 
the contract requirement can be easily met 
are those which are weakest logically. Your 
conclusion is strengthened somewhat by the 
cases in one area which seems more care- 
fully explored than other areas in the field 
—that of dividends on capital stock. These 
cases indicate that a failure to limit the 
amount of such dividends will defeat exclu- 
sion;™ and that if a cooperative pays less 
than a fixed maximum, the difference be- 
tween the fixed maximum and the amount 
actually paid to shareholders cannot be 
excluded even though actually paid to 
patrons.” Should the courts follow these 
cases in situations involving reserves, as 
they logically should, the contract required 
in the case of a taxable cooperative would 
not be sufficiently flexible to rescue Farm 


‘ Products Cooperative, Inc., from its dilemma. 


Therefore, despite considerable case au- 
thority to the contrary, you conclude that 
in any well-presented case it is likely that 
a court would hold that a taxable coopera- 
tive could not exclude patronage refunds, 
even though paid in cash, unless they were 
paid pursuant to a definite contract which, 
by formula or otherwise, fixed the amount 
of such refunds and obligated the coopera- 


tive to pay them in the reasonably near 
future. 


During the course of your review of the 
cases dealing with taxable cooperatives, 
you wonder why all of the taxpayers have 


Cold Storage Company, CCH Dec. 5578, 17 BTA 
1279 (1929). 

22 Farmers Union Co-operative Elevator Asso- 
ciation, CCH Dec. 14,549(M), 4 TCM 490 (1945). 

23 Such a determination poses a different and 
much more difficult problem than that of decid- 
ing whether or not a given amount retained in 
a reserve by an exempt cooperative is reason- 
able, for much the same reasons that it is more 
difficult to set the maximum limit for an accept- 
able jury verdict than to decide whether or not 
a specific verdict is acceptable. 

2%See the collector’s contention in Farmers 
Cooperative Company v. Birmingham, cited at 
footnote 10, at p. 233. 

23 Fountain City Cooperative Creamery Asso- 
ciation v. Commissioner, 49-1 ustc { 9173, 172 F. 
(2d) 666 (CA-7), aff’g CCH Dec. 16,160, 9 TC 
1077 (1947). 

% United Cooperatives, Inc., CCH Dec. 14,145, 
4 TC 93 (1944); but see Farmers Union Cooper- 
ative Hxchange, CCH Dec. 14,264(M), 3 TCM 
1258 (1944). 
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apparently based their contention solely on 
the theory that the patronage refunds which 
they paid were excludable without arguing 
that such refunds could be deducted as 
ordinary and necessary business expenses 
under Section 23 (a) of the Code.” You 
think that there are situations in which the 
latter contention would have a good chance 
of success—and you would certainly urge 
it if mecessary—even though the contract 
between the cooperative and its patrons, 
being too indefinite to create a legal obliga- 
tion to pay any specific amount, gave rise, 
at the most, to a moral obligation.” How- 
ever, since you can find no case holding 
that under such circumstances patronage 
refunds are proper deductions under Section 
23 (a), you decide that it would be unsafe 
for your client to continue operating under 
its present contract in reliance on this 
theory. 


Section 101 (12) (B) 


Having found no short cuts and no quick 
solution to your problem, you finally come 
to grips with Section 101 (12) (B). Does 
it actually require of an exempt cooperative 
the same type of contractual obligation 
which you are assuming to be necessary 
for a taxable cooperative in order to permit 
the exclusion of patronage refunds? 


It is clear that no such definite and 
specific contract is required in order for 
a cooperative to secure an exempt status. 
For this purpose it is sufficient if the con- 
tract provides that net proceeds belong to 
patrons and will eventually be paid to them 
on a patronage basis. This general require- 
ment has been considered implicit in Section 


27 See, for example, Otsego County Cooperative 
Association, cited at footnote 17 (‘‘nor does pe- 
titioner claim any deduction under section 23 
(a) of the Code’’); American Box Shook Export 
Association, CCH Dec. 14,382, 4 TC 758, 760 
(1945) (‘‘the taxpayer points to no statute au- 
thorizing the claimed deduction’’). 

2 Cf. Canton Cotton Mills v. U. 8., 51-1 ustc 
7 9131, 94 F. Supp. 561 (Ct. Cls.), in which the 
taxpayer was allowed to deduct processing tax 
reimbursements to customers though it had no 
enforceable obligation to make them. See, also, 
Security Flour Mills Company, CCH Dec. 12,162, 
45 BTA 671, 679-680 (1941); Cannon Valley Mill- 
ing Company, CCH Dec. 11,860, 44 BTA 763, 
767-768 (1941). 

2? This language has been construed to require 
distribution of patronage refunds to all patrons 
on ‘‘a proportionate basis.’’ (Regs. 111, Sec. 
29.101(12)-1.) The cases have gone so far as to 
insist that the cooperative be organized so as 
to require equal treatment of members and 
nonmembers if any distribution in fact is made. 
(Council Bluffs Grape Growers Association, CCH 
Dec. 11,755, 44 BTA 152 (1941).) This suggests 
a contractual obligation by the cooperative to 


101 (12) (A), which states that in order to 
be exempt a farmers’ purchasing coopera- 
tive must be “organized and operated on a 
cooperative basis . . . for the purpose of 
purchasing supplies and equipment for the 
use of members or other persons, and turn- 
ing over such supplies and equipment to 
them at actual cost, plus necessary expenses.” * 


The regulations under Section 101 (12) 
simply echo this statutory language. They 
do not refer specifically to the necessity 
for a contract. 


Thus, the question is: Does Section 101 
(12) (B) impose a new and additional con- 
tractual requirement on exempt coopera- 
tives? This provision viewed as a whole 
seems to you to be designed to impose one 
tax—either a tax on the cooperative or a 
tax on the patron—on all the net margin 
earned by exempt cooperatives.” It seems 
to make taxable to exempt cooperatives all 
net proceeds except those which are taxable 
to patrons or stockholders because of pay- 
ment or notification. Section 101 (12) (B) 
seems to you to have no other purpose or 
effect. 


The only language in the section which 
could possibly be interpreted as requiring 
a different result is the clause which worried 
Mr. X: “shall be taken into account in 
computing net income in the same manner 
as in the case” of a nonexempt cooperative. 
Yet this would be a very unusual choice of 
words if what Congress meant was that 
patronage refunds should be taken into 
account “under the same circumstances or 
conditions under which they would be taken 
into account” in the case of a taxable coop- 
erative. 


treat all patrons alike. Most cases dealing with 
the problem, however, require only that there 
be no provision in the charter or bylaws which 
could preclude nonmember patrons sharing in 
patronage refunds (Farmers Union Cooperative 
Supply Company of Stanton, Nebraska v. U. 8., 
38-2 ustc J 9566, 25 F. Supp. 93 (Ct. Cls); Farm- 
ers Union Co-op Company of Guide Rock, Ne- 
braska v. Commissioner, 37-2 ustc { 9360, 90 F. 
(2d) 488 (CCA-8)) or in reserves retained by 
the cooperative (Fertile Cooperative Dairy Asso- 
ciation v. Huston, 41-1 ustc { 9433, 119 F. (2d) 
274 (CCA-8)). 

% One exception is noted in the report of the 
Senate Finance Committee: 

“In the case of either a tax exempt or a tax- 
able cooperative funds which are paid or allo- 
cated to patrons on the basis of personal 
expense items have no income tax consequences 
to the patrons, since they represent a return 
with respect to expenditures by the patron of a 
personal nature, for which no income tax de- 
duction has been taken by him.’ (Senate Re- 
port No. 781, Part 1, 82d Cong., 1st Sess. (1951), 
p. 21.) 
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How would you reply, you ask yourself, 
if someone should ask you in what manner 
you took into account the salary of your 
secretary in computing your net income? 
The answer seems obvious. You would say 
that you deducted the salary. It would not 
occur to you to go into the conditions under 
which you were entitled to deduct it, such 
as whether it was reasonable in amount 
or whether it was an ordinary and necessary 
expense. Similarly, if the question related 
to interest on a municipal bond, you would 
reply that you excluded it from your gross 
income. Your self-interrogation on this 
point leads you to the conclusion that the 
language in question refers to methods of 
accounting and computation rather than to 
any substantive prerequisites. If its purpose 
had been to require of exempt cooperatives 
the same type of contract which has been 
required of taxable cooperatives, Congress 
could easily have used precise language to 
accomplish this result. 


Another provision of Section 101 (12) (B) 
which gives support to your belief that no 
definite pre-existing contractual formula is 
required is Section 101 (12) (B) (ii). It 
permits the deduction in the taxable year 
of income not derived from patronage, pro- 
vided only that such income is paid or 


notice thereof given to patrons within the 
year or 8% months thereafter. It does not 
require that such payment or notice be 


%31The italicized language was added in the 
conference committee, and the only explanation 
of it is the following language in the conference 
report (H. Rept. No. 1179, 82d Cong., 1st Sess. 
(1951), p. 74): 

“Second it is made clear that in taking into 
account patronage dividends to patrons with 
respect to their patronage in computing the net 
income of the cooperative, it is immaterial 
whether such dividends relate to patronage of 
the taxable year of the cooperative or to patron- 
age of preceding taxable years.”’ 

Apparently it was intended to produce the 
same result as the language ‘‘whether or not 
such income was derived during such taxable 
year’’ in Code Sec. 101 (12) (B) (ii). 

82 See Waas, Recent Federal Income Tax 
Changés Affecting Cooperatives (Cooperative 
Research and Service Division, Farm Credit Ad- 
ministration, United States Department of Agri- 
culture, February 26, 1952), stating at pp. 3-4, 
that the language ‘‘in the same or preceding 
years,’’ as well as similar language in other 
Paragraphs of Code Sec. 101 (12) (B), has the 
following effect: 

= . these clauses appear to be applicable 
. . . in any case where a cooperative did not 
allocate part or all of ... [its income from 
patronage] in a particular year and thus paid a 
tax thereon, then in some later year the cooper- 
ative allocated the remainder (the original un- 
allocated amount of these saine items, less the 
income tax paid thereon by the cooperative) 
on a patronage basis to the patrons of the orig- 


Patronage Refunds 


pursuant to any particular type of con- 
tractual obligation. It would be a crazy 
patchwork, indeed, if this provision existed 
alongside of one which was construed to 
require a definite pre-existing contractual 
formula for the exclusion of patronage in- 
come paid to patrons within the year or 
84 months thereafter. 


Other language in the section leads to 
the same conclusion. The provision that 
patronage refunds to patrons “with respect 
to their patronage in the same or preceding 
years” (italics supplied) ™ shall be taken into 
account in a certain manner would seem 
to mean that a cooperative could retain net 
proceeds in 1952, not paying or giving notice 
of them to patrons but paying the tax on 
such proceeds; that it could distribute the 
balance in 1955 on a patronage basis to 
patrons of the original year, 1952; and that 
it could exclude the amounts so allocated 
from its 1955 income.” However, a definite 
pre-existing contract requiring this sequence 
of retention and payment in specified years 
would be very unusual. Therefore, it would 
seem that payment is the only prerequisite 
to exclusion and that Congress did not 
intend to require such an unusual con- 
tractual obligation. This conclusion was 
adopted by the Bureau in a ruling, signed 
by Deputy Commissioner McLarney, Feb- 
ruary 20, 1952.* 


inal year and used the allocation as a deduction 
(or exclusion) from taxable income of the later 
year. 

“Such an event probably would not occur 
often since cooperatives are permitted under 
section 314 to make deductions (or exclusions) 
in the original year simply by the making of 
allocations, without the necessity of actual cash 
payment to patrons. But this could occur where 
a cooperative had a small amount to allocate 
among a large number of patrons. Under such 
conditions it might be decided to suspend allo- 
cation until one or more years had elapsed and 
a larger amount could be accumulated and allo- 
cated at one time (of course, allocation would 
be made to each year’s patrons as their interests 
appeared, but the overall calculation could be 
combined into one operation). In the years 
when allocation was suspended a tax would be 
payable, but in the year when the amounts 
were finally paid out or allocated they would 
be allowed as a deduction or exclusion. If in that 
year all other operating funds currently arising 
were also paid out or allocated, then a net 


“operating loss would be produced which under 


the one year carry-back provision would be 
usable to secure a refund of the original tax. 
The shifting of allocations will also permit, 
under certain conditions, the use of the loss 
carry-forward provision.’’ 

3% The taxpayer was an exempt cooperative 
which had accumulated a reserve before the 
Revenue Act of 1951 went into effect. It fol- 

(Continued on following page) 
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Legislative History 


Although, as is frequently the case, the 
legislative history of Section 101 (12) (B) 
is not as clear as it might be, it reinforces 
your interpretation of the statutory lan- 
guage. The Senate report clearly reflects 
the fact that the basic purpose was simply 
to require payment of one tax on all net 


proceeds received by exempt cooperatives. 
It states: 


“Section 314 of your committee’s bill 
continues the exemption provided by Section 
101 (12) of the Code but removes from its 
application earnings which are placed in 
reserve or surplus and not allocated or 
credited to the accounts of patrons... . 
Moreover, they [exempt cooperatives] will 
not be taxed in any way with respect to 
reserves set aside for any necessary purpose, 
or reserves required by State law if such 
reserves are allocated to patrons. 


“As a result of this action, all earnings 
or net margins of cooperatives will be tax- 
able either to the cooperative, its patrons 
or its stockholders, with the exception of 
amounts which are paid or allocated to 
patrons on the basis of purchases of per- 
sonal, rather than business, expense items. 
With this exception, funds which are allo- 
cated to the accounts of patrons or paid 
in cash or merchandise, are taxable to 
them.... 


“While the tax treatment provided by 
your committee for cooperatives does not 
impose the double taxes payable in the 
case of ordinary corporate income, your 
committee believes that the securing of a 
single tax with respect to substantially all of 


(Footnote 33 continued) 
lowed the practice of retaining a portion of its 
annual net proceeds for six to eight years in 
order to meet long-term or cyclical risks inherent 
in the business. Whenever a portion of this 
reserve was no longer needed, such portion was 
distributed in cash to patrons of the earliest 
outstanding preceding year out of which the 
reserve had: been accumulated and in proportion 
to the patronage of the preceding year con- 
cerned. The cooperative requested a ruling 
whether these ‘‘deferred patronage refunds’’ 
constituted a ‘‘patronage dividend, refund or 
rebate to patrons with respect to their patron- 
age in... preceding years’’ within the meaning 
of the new law. The taxpayer pointed out that 
an affirmative ruling would simply enable it to 
maintain the reserve already acquired but not 
to increase such reserve without additional tax 
liability and that such a ruling would not de- 
prive the Treasury of any revenue, since all 
income over proper deductions would be paid 
to patrons (and taxable to them) or taxable to 
the cooperative. 

The Bureau granted the requested ruling in 
the following language: 
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the income of cooperatives should be sufficient 
in view of the unique characteristics of a 
cooperative.” (Italics supplied.) ™ 


In talking to attorneys and others who 
participated in discussions during the pend- 
ency of this legislation, you find what seems 
to be an explanation of the unusual method 
used by Congress in Section 101 (12) (B)— 
a method involving legislation by reference 
to administrative and judicial holdings in a 
related field. Apparently there was a dis- 
pute as to whether patronage refunds should 
be excluded in computing gross income or 
deducted from gross income in computing 
net income. Being unwilling to take any 
definite position in this dispute, Congress 
adopted language which said in effect that 
patronage refunds in the case of exempt 
cooperatives should in the future be taken 
into account in computing net income in 
the same manner, that is, either as a deduc- 
tion or as an exclusion, in which they are 
taken into account by the courts and the 
Treasury in computing the net income of 
taxable cooperatives.” This explanation is 
entirely consistent with the legislative his- 
tory which gives no intimation whatever of 
any intention to impose on exempt coopera- 
tives the contractual requirements applicable 
to taxables but which indicates clearly that 
the purpose was to insure that “patronage 
dividends allocated by a cooperative to its 
patrons will not be treated as taxable income 
to the cooperative.” * (Italics supplied.) 


Plan of Action 


You finally reach the conclusion that the 
new law clearly does not require a definite 
contractual formula in the case of an exempt 


‘*Based on the foregoing it is the opinion of 
the Bureau that the deferred patronage divi- 
dend, refund or rebate to patrons with respect 
to their patronage in a preceding year may, 
for income tax purposes, be excluded or de- 
ducted from the gross income of: the Associa- 
tion in the year such refund is made or in the 
next preceding year if such refund is made on 
or before the 15th day of the ninth month fol- 
lowing the close of any year. 

“Formal regulations in regard to Section 101 
(12) of the Internal Revenue Code, as amended 
by Section 314 of the Revenue Act of 1951, have 
not as yet been issued. In the absence of such 
regulations, this ruling can only be tentative 
and subject to any change which may be re- 
quired to conform with subsequent published 
regulations.”’ 

*%S. Rept. No. 781, cited at footnote 30. 

% The colloquy between Senators George and 
Kerr on the floor of the Senate indicates that 
Congress apparently thought, in spite of the 
equivocal language used in the statute, that 
exclusion was the proper method. (98 Congres- 
sional Record 12202-12203 (September 24, 1951).) 

* House report cited at footnote 31. 








cooperative. However, administrative officials 
charged with the responsibility of interpret- 
ing statutes have, on other occasions, dis- 
agreed with you when you thought the law 
was clear. Therefore, you realize that there 
is some chance, though you believe it is 
slight, that the Treasury, which is in the 
process of drafting regulations under Sec- 
tion 101 (12) (B), may reach a different 
conclusion in this instance. Your fears are 
increased somewhat by the fact that a 
number of prominent cooperative attorneys 
seem to think that exempt cooperatives 
must, under the 1951 act, satisfy all the 
requirements imposed on taxables. 


At any rate, you are now faced with the 
problem of advising your client what to 
do. Since the regulations under Section 
101 (12) (B) will probably not be published 
for some time, and since the fiscal year of 
Farm Products Cooperative, Inc., begins on 
October 1, you and Mr. X must decide 
promptly whether you will take a chance 
or whether, in order to be 100 per cent 
safe, you will undergo the difficulty of 
trying to conduct the cooperative’s business 


within the confines of a contractual strait 
jacket. 


You tell Mr. X what you think the new 
law means and also inform him of the pos- 
sibility that the Treasury may reach the 
opposite conclusion. Placing great emphasis 
on the undesirability, from a business stand- 
point, of a definite contractual formula, Mr. 
X states that he is willing to take the 
chance, particularly since he thinks and 
always has thought that the imposition of 
any additional contractual requirement would 
be arbitrary and unreasonable. 


You then point out that even if you are 
wrong and if the Treasury should, in No- 
vember or December, issue regulations 
requiring a definite contractual formula, it 
is not improbable that some administrative 


THE TAX BRINGS 


Ever wonder why a hen cackles when 
she lays an egg? Representative Charles 
A. Wolverton, New Jersey, has the an- 
swer—says it’s because she’s working for 
the tax collector, and that he’s the one. 
man who fully appreciates the job she 
does. Mr. Wolverton, while researching 
for an article that appeared in the Con- 
gressional Record Appendix, came upon 


If he will not agree, you can, by closing 
your books at the end of the third month, enter 
into a contract covering the last nine months. 


Patronage Refunds 


relief will be given those exempt coopera- 
tives which have begun new fiscal years 
without adopting such contracts. For ex- 
ample, assuming that you are in the third 
month of your taxable year when the regu- 
lation is promulgated and that you desire 
to distribute to patrons three quarters of your 
annual net proceeds over and above the 
amount necessary to pay dividends on capi- 
tal stock, you might secure the Commis- 
sioner’s agreement to the following plan: 


Adopt a contract at the beginning of the 
fourth month of your taxable year provid- 
ing that all net proceeds accrued during 
the remainder of that year, over the amount 
required for dividends on stock, will be paid 
to patrons before the expiration of 814 months 
of the following year. Agree with your 
patrons that earnings will be assumed to 
have accrued at a constant rate throughout 
the year and that the business of each 
patron with the cooperative will be assumed 
to have occurred at'a constant rate through- 
out the year. Thus, by paying to patrons 
three quarters of the total net proceeds for 


.the year, you will comply with the provi- 


sions of the contract. 


If the Commissioner will agree to your 
assumptions with respect to the allocation 
of income and business transacted, no ac- 
counting difficulties will be involved,” and 
you will lose tax benefits only with respect 
to proceeds in excess of 75 per cent, which 
you might otherwise like to distribute. 


This idea strengthens Mr. X’s conviction 
that he should not attempt to work out 
any definite formula at the present time. 
As he leaves your office you make a mental 
note to watch for the issuance of proposed 
regulations under Section 101 (12) (B) and 
to protest any provisions which are con- 
trary to the advice you have given Mr. X. 

[The End] 


ON THE CACKLE 


figures of the Tax Foundation that there 
are 100 hidden taxes in the price of “one 
lonely egg.” Following is the distribu- 
tion of the taxes as reported by Mr. 
Wolverton: the grocer, 14; the trucker, 
20; the wholesaler, 17; the farmer, 10; 
the feed store owner, 14; the railroad 
transporting the feed, 11; the feed com- 
pany, 14. 


This would appear, however, to be an unneces- 
sary inconvenience and one which the Commis- 
sioner would probably not force you to undergo. 
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Felonies Under Section 145 (b) | 
and the Statute of 


HAS A CRIMINAL ACT BEEN COMMITTED UPON FILING A FALSE 
AND FRAUDULENT RETURN OR ON THE DUE DATE? THE ANSWER 
IS OF CONSEQUENCE IN DETERMINING THE PERIOD OF LIMITATION 


TECHNICAL but interesting question 
+X is: When does the criminal statute of 
limitations begin to run if a fraudulent in- 
come tax return has been filed before March 
15? The situation may readily occur and 
be vitally important where an individual, in 
order to avoid the penalties for underesti- 
mating tax, has filed his final return (and 
paid the tax shown due thereon) on Janu- 
ary 15. Let us assume such a return has 
been filed and that it is false and fraudulent, 
resulting in the commission of a felony, 
namely, a wilful attempt to evade or defeat 
tax within the meaning of Section 145 (b) 
of the Internal Revenue Code. 


The statute of limitations relating to this 
crime is provided for in Section 3748 of 
the Code, which states: 


“SEC. 3748. PERIODS OF LIMITA- 
TION. 

“(a) Criminal Prosecutions —No person 
shall be prosecuted, tried, or punished, for 
any of the various offenses arising under 
the internal revenue laws of the United 
States unless the indictment is found or 
the information instituted within three 
years next after the commission of the of- 
fense, except that the period of limitation 
shall be six years—... 


“(2) For the offense of wilfully attempt- 
ing in any manner to evade or defeat any 
tax or the payment thereof. . . .” (Italics 
supplied.) 


In our hypothetical case, to be more spe- 
cific, assume that the return was filed on 
January 15, 1946, and that the indictment 

21 When the grand jury has found an indict- 
ment to be a true bill and has completed its 


action thereon by returning the indictment duly 
endorsed as a_true bill by its foreman to the 
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was found’ (there being no information in- 
stituted) on February 1, 1952. If the com- 
mission of the offense took place on January 
15, 1946, when the taxpayer actually filed 
his return, the period of limitations has 
expired and prosecution is barred since the 
indictment was not found within six years 
after January 15, 1946, as required by Sec- 
tion 3748. If, to the contrary, the offense 
was committed on March 15, 1946, the last 
permissible date for filing, then the limi- 
tations period has ndt expired since the 
indictment. was found on February 1, 1952. 

The critical question is: When was the 
offense committed? 

Recently the court in U. S. v. Fisher, 52-1 
ustc 9115, 100 F. Supp. 248 (DC Pa.), 
decided April 15, 1952, squarely passed on 
this question, holding that the date of the 
commission of the offense is the actual date 
of filing the return. Apparently the best 
argument to the contrary is that the crime 
is, in a sense, a continuing crime which is 
not complete and final until March 15, since 
the taxpayer could file a corrected return 
at that time and presumably, by such ac- 
tion, avoid a charge that he had wilfully 
attempted to evade or defeat tax. From a 
strictly logical point of view, however, the 
filing of a corrected return would not 
necessarily absolve the taxpayer. For if 
the requisite intent—wilfulness—was pres- 
ent when the early fraudulent return was 
filed, a felony was committed, at that time. 
The later filing of the corrected return, at 
most, would show the absence of such wil- 
fulness. 


district court in open session, its function has 
been fulfilled and the indictment has been 
“found.’’ U. S. v. Michael, 180 F. (2d) 55 
(CA-3, 1949). 
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By JOHN B. LEAKE 
Philadelphia Attorney 


The only other case which the writer has 
been able to find where this problem was 
clearly at issue is Cave v. U. S., 47-1 
ustc J 9171, 159 F. (2d) 464 (CCA-8), cert. 
den. 331 U. S. 847 (1947). The fourth count 
of the indictment in the Cave case charged 


the defendant with attempting to defeat and . 


evade tax for the year 1944 by filing a false 
and fraudulent return on January 15, 1945. 
The defendant on appeal argued that since 
the tax was not due until March 15, 1945, 
there could be no criminal attempt to de- 
feat or evade tax prior to that time. This 
argument was flatly rejected and it was 
held that the offense was committed on 
January 15, 1945, when the defendant actu- 
ally filed his return. If the court had agreed 
with the defendant that the offense was 
committed on March 15, 1945, it presumably 
would have acquitted him since the crime 
charged in the indictment was one com- 
mitted on January 15, 1945. It, however, 
affirmed the judgment of the lower court 
that the defendant was guilty. The court’s 
statement on this issue follows: 


“The argument is fallacious. A taxpayer 
whose returns are made on the basis of the 
calendar year may file his return with the 
collector ‘on or before the 15th day of 
March following the close of the calendar 
year’, 53 (a) (1) Internal Revenue Code, 
26 U. S. C. A.- Int. Rev. Code, 53 (a) (1); 
and the tax ‘shall be paid on the fifteenth 
day of March following the close of the 
calendar year’. 56 (a); and it ‘may be paid 
... prior to the date prescribed for its 
payment’, 56 (d). The crime denounced by 
145 (b) of wilfully attempting to defeat 

2A wilful failure to pay tax, make a return 


or declaration, keep records, or to supply in- 
formation required by law. 


Felonies Under Section 145 (b) 


‘or evade the tax is complete when the tax- 


payer wilfully and knowingly files a false and 
fraudulent return with intent to defeat or 
evade any part of the tax due the United 
States. Guzik v. United States, 7 Cir., 54 F. 
2d. 618, 619, certiorari denied 285 U. S. 545, 
52 S. Ct. 395, 76 L. Ed. 937; Bowles v. United 
States, 4 Cir., 73 F. 2d. 772, 774.” (Italics 
supplied.) 

In the following two cases the courts’ 
statements appear to be dicta. In Bowles v. 
U. S., 1934 CCH StTanparp FEDERAL TAX 
Reports { 9546, 73 F. (2d) 772 (CCA-4) 
the court said: “The crime charged in the 
third and fourth counts was the filing of a 
false return. The offense was committed 
at the place where the filing took place 
upon delivery at the office of the Collector 
in Baltimore. Wampler v. Snyder, 62 App. 
D. C. 215, 66 F. 2d. 195.” 


Also in U. S. v. Mathis, 39-2 ustc 9710, 
28 F. Supp. 582 (DC N. J.), the following 
appears: “I am convinced that the offense 
was committed, if at all, on the date of 
filing.” 

_In “Income Tax Penalties,” 5 Tax Law 
Review 131 (1949-1950) at page 183 it is 
stated: “Once a false return is filed under- 
stating the tax due, the offense is complete 
even though the return is filed before the 
due date.” 


The decisions in the Ehrlich and Cave 
cases that the crime was committed on the 
very day the return is filed, even though 
such return is an early return filed before 
the due date, are supported by reason and 
logic. The felony under Section 145 (b) 
requires some affirmative act on the part 
of the taxpayer, an act of commission. 4 
mere failure to act is not an offense under that 
section. These propositions were decided by 
the Supreme Court of the United States in 
Spies v. U. S., 43-1 ustc J 9243, 317 U. S. 
492. In distinguishing between the misde- 
meanor under subsection (a)? of Section 
145 and the felony under subsection (b)— 
with which we are concerned—it said at 
pages 498-499: “The difference between the 
two offenses, it seems to us, is found in the 
affirmative action implied from the term ‘at- 
tempt’ as used in the felony subsection... . 
This is an independent crime, complete in 
its most serious form when the attempt is 
complete . .’ (Italics supplied.) 

In our hypothetical case the taxpayer’s 
affirmative act was that of filing a return 
on January 15, 1946. After that act and 





that date the taxpayer did nothing more. 
He merely failed to take any further steps. 
Accordingly, under both the rationale and 
even the very decision in the Spies case he 
did not commit an offense under Section 145 
(b) after January 15, 1946. 


Moreover, it is very significant that the 
crime under Section 145 (b) is an attempt 
in any manner to evade or defeat tax. The 
term “in any manner” is broad enough to 
include the filing of a final return before the 
last date for filing. Also, the fact that the 
crime is the “attempt” to evade or defeat 
tax, and not the success or consummation 
of the crime, is of especial significance. Any 
attempt by the taxpayer to defeat or evade 
tax was made by his overt and affirmative 


act in filing a final return on January 15, 
1946.’ 


It is of some significance, too, that the 
return filed was not an unauthorized return, 
filed without reason. It represented a final 
return filed pursuant to Section 58 (d) (3) 
of the Internal Revenue Code, to correct, 
as authorized by that section, an underesti- 
mate of tax and to avoid penalties therefor. 
It was thus the taxpayer’s definitive and 
last step, and furthermore by executing 
such return he declared it, under the penal- 


ties of perjury, to be true, correct and 
complete. 


Apart from the question as to the time 
when the six-year statute of limitations 
begins to run on a criminal prosecution for 
tax evasion, there are other problems in- 
volving the computation of the six-year 
period. There is the question as to what 
type of absence from the jurisdiction tolls 
the running of the statute. In this con- 
nection Section 3748 (a) provides: “The 
time during which the person committing 
any of the offenses above mentioned is 
absent from the district wherein the same 
is committed shall not be taken as any part 
of the time limited by law for the com- 
mencing of such proceedings.” 


In U. S. v. Mathis, above, it was held 
that this statutory language did not apply 
to an individual who maintained a home 
within the jurisdiction but who was out of 
the jurisdiction for only business, personal, 
official or pleasure trips. The court said 
that only those absences toll the statute 
“such as interfere in some manner with 
the orderly method of finding an indict- 
ment, or which constitute an interference 
with the execution of process.” The de- 
cision of the court in U. S. v. Frankel, 39-2 
ustc J 9714, 26 AFTR 1114 (DC N. Y.), is 
directly to the contrary. It holds that ab- 
sences from the jurisdiction for recreation 
or refreshment toll the statute. It would 
seem that the better rule is stated in- the 
Mathis case.‘ [The End] 


“TIDAL DRIFT’? TOWARD BIG GOVERNMENT 


“The tidal drift toward big govern- 
ment and the centralization of power is 
indicated by the sharply increasing Fed- 
eral drain on national income over the 


last two decades. Federal expenditures 
for the fiscal year 1929 amounted to less 
than the total income payments of Cali- 
fornia’s inhabitants. . . . In the fiscal 
year 1939, these expenditures were equal 
to the individual income of the Pacific 
and Mountain regions, together with that 
of North Dakota and South Dakota, and 
42 percent of Nebraska. For the current 
fiscal year ending June 30, 1953, esti- 
mated Federal expenditures will take the 
equivalent of estimated income payments 
of all people west of the Mississippi 
River and in addition all income pay- 


? This, of course, assumes that the requisite 
wilfulness is then present. 

Another problem requiring consideration in 
the computation of the six-year period is 
whether Section 3287 of the United States Crim- 
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ments of the inhabitants of Mississippi 
and 55 percent of those of Alabama. 

“The foregoing data cover only Fed- 
eral expenditures. If total state and 
local expenditures were added, the area 
would be extended to include the re- 
maining portion of Alabama, all of the 
individual income of the people of Ken- 
tucky, Tennessee, Georgia, Florida, and 
South Carolina, and three fourths of the 
individual income payments to inhabitants 
of North Carolina. ... Income payments 
to individuals represent total income re- 
ceived from all sources by residents of 
each state.”—The New England Letter, 
August 29, 1952, published by The First 
National Bank of Boston. 


inal Code (Title 18, USC Section 3287), the 
wartime statute relating to the suspension of 
the period of limitations, is applicable to a tax 
fraud case under Section 145 (b) of the Code. 


October, 1952 @© TAX ES—The Tax Magazine 





Death Benefit Payments 


By CHARLES A. SCHARF and JAMES F. OUCHTERLONEY 


SECTION 22 (b) (1) (B) WAS ADDED TO THE CODE BY THE REVENUE 


ACT OF 1951. 


ITS BREVITY RATHER THAN CLARITY IS TO BE COM- 


MENDED, SAY THESE NEW YORK ATTORNEYS IN POINTING OUT THE 
MANY QUESTIONS RAISED BY THE SECTION BUT LEFT UNANSWERED 


HILDREN play a game, in the course 
of which they clasp hands, turn in a 
circle and sing: “Ring-a-round-a-rosy. A 
pocket full of posies . . . All fall down!” 


A somewhat similar game began with a 
pocket full of tax rulings, when éarly in 
1921, in a published ruling, the Bureau held 
that payment by a corporation of an amount 
equivalent to two months’ salary to the 
widow of a deceased officer was a gratuity 
and therefore not taxable to her.’ In 1939 
the Bureau was still of the same opinion. 
In that year the Bureau ruled that pay- 
ments to the widow of a deceased officer, 
not required to be made by any contractual 


10. D. 1017, 5 CB 101. 
21. T. 3329, 1939-2 CB 153. 


The ruling was based upon the fact that the 
widow had performed no services for the cor- 
poration. As stated therein: 


‘‘When an allowance is paid by an organiza- 
tion to which the recipient has rendered no 
service, the amount is deemed to be a gift or 
gratuity and is not subject to Federal income 
tax in the hands of the recipient.”’ 

31. T. 4027, 1950-2 CB 9. 


The ruling stated: ‘‘ . . . the essential factor 
is whether services were rendered to the em- 
ployer, not, as indicated in I. T. 3329 .. 


whether services were rendered by the recip- 
ient.’’ 


*The authors believe that I. T. 4027 bars in- 
come tax exemption in virtually all instances. 
However, a gratuity to a beneficiary of a de- 
ceased employee and a deduction on the part 
of an employer are not necessarily mutually 
exclusive and a situation may yet arise in which 
the courts, if not the Bureau, will hold that 
I. T. 4027 is inapplicable and the gratuity non- 
taxable although deductible by the employer. 
Cf. Louise K. Aprill, CCH Dec. 17,275, 13 TC 
707 (1949). 
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obligation, were deductible by the corpora- 
tion as business expenses and constituted 
gifts to the widow, not taxable to her.’ 


The Commissioner ended the game in 
September, 1950. In I. T. 4027 he reversed 


-himself and held that any payments, whether 


voluntary or under contractual obligation, 
are taxable if based upon services.* This 
ended the exempt status of voluntary death 


benefits * . like the children in the game 
“all fall down.” 


Section 302 of the Revenue Act of 1951 
amended Section 22 (b) (1) of the Internal 
Revenue Code by adding Section 22 (b) (1) 
(B).° The effect of the amendment is to 


5 “SEC. 302. PAYMENTS TO BENEFICIAR- 
IES OF DECEASED EMPLOYEES. 


“‘(a) Amendment of Section 22 (b) (1).—Sec- 
tion 22 (b) (1) (relating to exclusion of life 
insurance proceeds from gross income) is hereby 
amended to read as follows: 


“(1) LIFE INSURANCE, ETC.—Amounts re- 
ceived— 


“‘(A) under a life insurance contract, paid 
by reason of the death of the insured; or 


‘“*“(B) under a contract of an employer pro- 
viding for the payment of such amounts to the 
beneficiaries of an employee, paid by reason of 
the death of the employee; 


‘whether in a single sum or otherwise (but if 
such amounts are held by the insurer, or the 
employer, under an agreement to pay interest 
thereon, the interest payments shall be included 
in gross income). The aggregate of the amounts 
excludable under subparagraph (B) by all the 
beneficiaries of the employee under all such 
contracts of any one employer may not exceed 
$5,000 

‘*(b) Effective Date.-—The amendment made 
by this section shall be applicable with respect 


to taxable years beginning after December 31, 
1950.’’ 
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exempt payments, limited in amount to 
$5,000, received by a beneficiary of a de- 
ceased employee, where the payments are 
received under a contract of an employer. 
Payments pursuant to contract, formerly 
taxable, were thus granted limited income 
tax exemption. 


The purpose of this article is to discuss 
Section 22 (b) (1) (B) of the Code in the 
light of the earlier tax treatment of pay- 
ments to beneficiaries of deceased em- 
ployees, and its relation to other sections 
of the Internal Revenue Code applicable 
to such payments. 


Pre-l. T. 4027 Litigation 


Although the Commissioner had for many 
years prior to the issuance of I. T. 4027 
given lip service to the principles set forth 
in I. T. 3329, he often attempted in court 
to contest the application of these prin- 
ciples, Through such efforts he was largely 
successful in circumventing I. T. 3329 on 
two separate theories which appealed to the 
judges. 

The first theory on which he prevailed 
might be termed the “enforceable contract” 
theory. Under this concept, if the employer 
may be legally forced to make death benefit 
payments to a beneficiary of a deceased 
employee, the payments will be taxed as 
income to the recipient on the assumption 
that where there is an enforceable obliga- 
tion there is a contract. The existence of a 
contract, in turn, implies that the payments 
made represent additional compensation for 
services rendered by the employee. A rul- 
ing in which the Commissioner clearly 
illustrates the enforceable contract theory is 
I. T. 3840,° in which it was held that amounts 
received by heirs of an employee pursuant 
to the terms of a voluntary death benefits 
plan of the employer were taxable. The 
employee’s heirs were held to have an en- 
forceable right to receive such benefits.’ 


6 1947-1 CB 7. 


7I. T. 3840 is based upon local law, in that the 
law of a state is determinative of the existence 
of a contract. The applicability of the I. T. toa 
specific situation therefore depends upon the 
local law involved. 


8 Varnedoe v. Allen, 46-2 ustc { 9395, 158 F. 
(2d) 467, cert. den. 330 U. S. 821 (1947); I. T. 
3972, 1949-2 CB 15. 


® Estate of O’Daniel, CCH Dec. 16,343, 10 TC 
631 (1948), aff'd 49-1 ustc { 9235, 173 F. (2d) 966, 
in which the Second Circuit held that a bonus 
paid to a deceased employee's estate was taxable 
under Section 126 because ‘‘the bonus was de- 
rived through rights he [decedent] had acquired, 
which even if not fixed at the time of his death 
were then expectancies which later bore fruit.’’ 
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Similar to the enforceable contract situa- 
tion are those cases where death benefits 
are payable pursuant to express statutory 
provision.® 

The second theory of taxability adopted 
by the Commissioner, with some success, 
may be called the “customary practice” 
theory. The application of this principle 
resulted in subjecting voluntary unenforce- 
able payments to tax.® This result would 
appear to be in direct conflict with the prin- 
ciples set forth in I. T. 3329. The only 
distinction between these cases and I, T. 
3329 is that in these cases the employer 
had made similar payments in the past. 
There was no attempt made by the courts 
to find an enforceable obligation; indeed, 
the courts held that the beneficiary had no 
enforceable right to the payments. 


One Tax Court decision, Louise K. Aprill;° 
stands alone. Unbelievable as it may seem, 
the Tax Court cited and followed I. T. 3329, 


In summary, the background of the en- 
actment of Section 22 (b) (1) (B) high- 
lights the fact that the Commissioner and 
the courts were reluctant to permit any 
death benefit payments to escape taxation. 
I. T. 4027 was the logical result. Under 
I. T. 4027 voluntary payments are now 
treated as taxable, whereas under Section 
22 (b) (1) (B) payments pursuant to con- 
tract are tax exempt to a limited extent. 


The brevity rather than the clarity of 
Section 22 (b) (1) (B) is to be commended. 
Unfortunately, the section raises many 
questions which it leaves unanswered. One 
such question is the type of contract con- 
templated. 


Type of Contract 


The section specifies that the payments 


“ 


be received “under a contract,” but does 
not require that the contract be in writing. 
Furthermore, the Senate Finance Commit- 
tee report™ contains no requirement that 


The court noted that the bonus plan had ex- 
isted for a number of years but that ‘‘no em- 
ployee had any enforceable right under the plan 
to an allotment of a bonus... until that share 
was designated... .’’ 

See also Estate of Edward Bausch, CCH Dec. 
17,728, 14 TC 1433 (1950), aff'd 51-1 ustc { 9146, 
186 F. (2d) 313 (1951), in which the same circuit 
court stated: 

“The fact that they (the payments) were vol- 
untary and could not have been enforced by 
action did not necessarily render them gifts 
within the meaning of Section 22 (b) (3).”’ 

3 CCH Dec. 17,275, 13 TC 707 (1949). 

11 “Section 302. Payments to Beneficiaries of 
Deceased Employees 

“This section, for which there is no corre- 
sponding provision in the House bill, -amends 
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the contract be written, but would limit the 
application of the amendment “to cases 
where the payments are made pursuant to 
an express” contract under which the em- 
ployer is legally obligated” to make pay- 
ments. A written contract between an 
employer and an employee would unques- 
tionably fulfill not only the requirement of 
the statute but also the Congressional intent 
as revealed in the Senate Finance Commit- 
tee report. Would an oral contract? 


Since, as indicated, there is no require- 
ment in either the statute or the Senate re- 
port that the contract be in writing, we may 
assume that an oral contract would qualify. 
In this connection, however, the statute of 
frauds must be taken into consideration.” 
A further question arises with respect to 
payments made by an employer under an 
oral contract which violates the statute of 
frauds.* 


In I. T. 3840, above, it was held that 
payments made by an employer under a 
plan which by its terms was stated to be 
voluntary were taxable as payments made 
pursuant to an enforceable obligation in 
the nature of a contract. The underlying 
principle of the I. T. was that the enforce- 
able obligation arose from the fact that the 
plan was made known to the employee and 
was therefore an inducement for the serv- 
ices of the employee. Where local law 
gives rise to a legal obligation on the part 
of an employer to make payments under 
such a so-called voluntary plan, the authors 
are of the opinion that the payments are 
made pursuant to a contract within the 
meaning of Section 22 (b) (1) (B). Cer- 
tainly, in view of I. T. 3840, the Commis- 
sioner should not argue otherwise. 


(Footnote 11 continued) 


section 22 (b) (1) of the code (relating to ex- 
clusion of insurance proceeds from gross income) 
to provide for a limited exclusion of amounts 
paid by an employer to the beneficiaries of an 
employee by reason of the employee’s death. 
The amendment, which is contained in a new 
subparagraph (B) added to section 22 (b) (1), 
would restrict the application of the provision 
to cases where the payments are made pursuant 
to an express contract under which the employer 
is legally obligated to pay the amounts to the 
designated beneficiaries of the employee. In 
addition, the aggregate of the amounts to be 
excluded by all the beneficiaries of the em- 
ployee with respect to amounts paid by an em- 


ployer of such employee may not exceed $5,000. - 


In cases where payments of the type described 
in section 22 (b) (2¥ (B) exceed $5,000 and 
are made to more than one beneficiary of an 
employee, the exclusion shall be allocated among 
the beneficiaries in accordance with such regu- 
lations as the Secretary may prescribe. 

‘“‘Where the amounts are held by the employer 
under an agreement to pay interest thereon, the 
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Parties to Contract 


There arises under Section 22 (b) (1) (B) 
not only a problem of the type of contract 
necessary under the section, but also a prob- 
lem as to the parties to the contract, The 
language employed in the section is that 
the payments must be made “under a con- 
tract of an employer.” As the quoted lan- 
guage indicates, the only limitation in the 
section as to the parties to the contract is 
that the employer be a party. No mention 
is made of the employee as a party to the 
contract. Would a contract between an 
employer and a third party qualify, where 
the third party agrees to make the pay- 
ments to the beneficiaries of a deceased 
employee? In so far as the statutory lan- 
guage itself is concerned, such a contract 
would appear to come within the provisions 
of the section. 


Furthermore, the section does not desig- 
nate the person required to make the pay- 
ments. In this regard the section provides 
only that the payments must be “amounts 
received under a contract” to be 


-excludable. As a consequence, it may be 
argued that a contract entered into between 
an employer and an insurance company 
or other third party providing for payments 


to beneficiaries of a deceased employee 
would qualify. 


However, the Senate report would indi- 
cate that the committee did not intend to 
include within the exemption the type of 
situation mentioned in the foregoing para- 
graph. The pertinent portion of the report 
states that the purpose of the enactment 


interest payments (as in the case of interest 
payments where insurance proceeds are held by 
the insurer) are includible in gross income. 

‘“‘The amendment made by this section is ap- 
plicable with respect to taxable years beginning 
after 1950.’’ 

12 ‘‘*Express’’ does not mean written; according 
to Black’s Law Dictionary, it means that which 
is ‘‘made known distinctly and explicitly, and 
not left to inference or implication.’’ 

13 For example, an oral contract for the pay- 
ment of death benefits would violate the New 
York statute of frauds. See Bayreuther v. Rein- 
isch, 290 N. Y. 553 (1943), in which the court 
of appeals held that such an oral agreement was 
void (1) as a contract which could not be com- 
pleted before the end of a lifetime and (2) as 
a contract to bequeath property or make a 
testamentary disposition. 

4Tf the statute of frauds is interpreted as 
rendering a contract void, it would appear that 
such payments would not qualify. On the other 
hand, if the statute of frauds merely renders 
a contract unenforceable, which is the general 
rule, payments made would qualify under the 
Statute but not under the Senate report. 
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of Section 22 (b) (1) (B) was “to provide 
for a limited exclusion of amounts paid by 
an employer to the beneficiaries of an em- 
ployee by reason of the employee’s death.” 
The report furthermore “would restrict the 
application of the provision to cases where 
the payments are made pursuant to an 
express contract under which the employer 
is legally obligated to pay the amounts to the 
designated beneficiaries of the employee.” 
Should an employer contract with an in- 
surance company for payments by the com- 
pany, it is evident that the requirements of 
the Senate report would not be met since 
the employer is not the person making the 
payments. 


Beneficiaries 


Who must receive the payments? The 
section requires only that the payments be 
made to “the beneficiaries” of an employee. 
Although payments made to a beneficiary 
of an employee are within the literal terms 
of the section, the Senate report requires 
that the payments be made to a “desig- 
nated” beneficiary. 


Suppose the case where the wife of an 
employee has been designated as_ benefi- 
ciary and she predeceases the employee. 
The employer therefore makes the payment 
to the estate of the deceased employee. 
Would the payments qualify? It would 
appear that they would under the statute, 
but not under the Senate report. 


Allocation of Exclusion 


The exclusion is limited to $5,000 from 
any one employer. Assuming that an em- 
ployer makes payments totaling $8,000— 
$2,000 to each of four different beneficiaries 
—to what extent is the $2,000 received by 
each beneficiary excludable from taxable 
income? The Senate report provides that 
the $5,000 be allocated in accordance with 
regulations to be promulgated by the Sec- 
retary of the Treasury. Presumably the 
method of allocation which the Secretary 
will prescribe will allow each beneficiary 
that portion of the $5,000 exclusion which 


1%’ Other methods of allocating the exclusion 
exist which could possibly be more desirable 
than the method considered in the text. For 
example, the exclusion could be granted to a 
beneficiary designated by the decedent as re- 
cipient of the exclusion in preference to other 
beneficiaries—a wife, rather than distant rela- 
tives. Or those entitled to the exclusion could 
be determined on the basis of proximity of rela- 
tionship to the decedent, as in the case of intes- 
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the payment received by the beneficiary 
bears to the total payments made by the 
employer. In the example in question each 
beneficiary would be entitled to an exclusion 
of $1,250.% Whatever method the regu- 
lations provide, the obligation to make 
proper allocation of the exclusion will as a 
practical matter be placed upon the employer. 


Beneficiaries of a deceased employee may 
under certain circumstances receive an 
amount in excess of $5,000 tax free. For 
example, if the decedent was employed by 
two employers and his beneficiary received 
$5,000 from each of them pursuant to sep- 
arate contracts, the entire $10,000 would be 
excludable from income by the beneficiary.” 


The problems inherent in the wording of 
Section 22 (b) (1) (B) are not the only 
problems which will arise. Its relationship 
to other sections of the Code providing for 
the treatment of similar benefits must be 
considered. 


Relationship to Section 165 (b) 


Section 165 (b) provides the manner of 
taxation of amounts received under a quali- 
fied pension or profit-sharing trust. Pursu- 
ant to this section, if the amounts received 
under such a qualified trust are received 
in installments, the installments are taxed 
as annuities in accordance with Section 22 
(b) (2) of the Code. If the payment is 
made in a lump sum and is received upon 
the termination of employment either by the 
employee or a beneficiary, the amount re- 
ceived is taxed as a long-term capital gain 
computed as the excess of the amount re- 
ceived over the total contributions made 
by the employee. Will the new Section 
22 (b) (1) (B) be applicable to payments 
made under a qualified pension plan or trust? 


Section 22 (b) (1) (B) by its terms re- 
quires only that the payments be received 
under a contract of an employer by reason 
of death of the employee. A literal con- 
struction of the section would appear to 
include payments under many pension trusts. 
In such trusts a contract invariably exists 
between an employee and the trustee. Pur- 
suant to such contract the trustee is re- 


tate laws of succession, It is doubtful that such 
methods of allocation will be permitted under 
the regulations. 

16 Employees of corporations forming a part 
of a closely held group of corporations, and per- 
forming services for a number of members of 
the group, should review any plan for the pay- 
ment of death benefits with a view to obtaining 
multiple exclusions for their beneficiaries. 


October, 1952 e TAX ES—The Tax Magazine 











quired to make payments upon the death of 
an employee, and by reason of such death, 
to the beneficiaries of the employee either 
directly or through an insurance company. 
Is the contract between employer and trus- 
tee a “contract of an employer” within the 
meaning of the section? 


The Senate Finance Committee report 
raises doubts that Congress intended pay- 
ments under a pension trust to qualify 
under Section 22 (b) (1) (B). The com- 
mittee report provides that it “would re- 
strict the application of the provision to 
cases where: the payments are made by 
reason of an express contract under which 
the employer is legally obligated to pay the 
amounts to the designated beneficiaries of 
the employee.” Clearly an employer under 
a pension trust is not himself legally obli- 
gated to make any payment to beneficiaries 
of a deceased employee. The legal obliga- 
tion is upon the trustee or an insurance 
company, as the case may be. If the fore- 
going restriction is read into the law, pay- 
ments under a pension trust would not 
appear to qualify. 

Assuming that payments under a quali- 
fied pension trust would meet the require- 
ments of Section 22 (b) (1) (B), a number 
of questions arise as to the treatment of 
such payments under the section. In de- 
termining the effect of the $5,000 exclusion 
upon installment payments received under 
Section 165 (b) and in applying the 3 per 
cent rule, should $5,000 be added to the 
cost basis of the annuity or should the first 
$5,000 of installment payments received be 
excluded? If a lump-sum payment is re- 
ceived, $5,000 could be added to the cost 
basis of the amount received in determining 
the amount of capital gain. 

The questions raised as a result of the 
relationship of the new section to Section 
165 (b) must await the determination of 
the Commissioner and the courts. If pay- 
ments under Section 165 (b) are held not 
to qualify for Section 22 (b) (1) (B) relief, 
employees under qualified pension trusts 
could justifiably question whether the tax 
advantages under the trust are as great as 
the tax advantages to be obtained under 
the latter section. 


Relationship to Estate Tax 


The Senate report, already noted, states 
that the application of Section 22 (b) (1) 
(B) is restricted to cases where payments 
are made pursuant to an “express contract 


17 CCH Dec. 17,610, 14 TC 657 (1950). 
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under which the employer is legally obligated 
to pay the amounts to the designated bene- 
ficiaries of the employee.” This restriction— 
in fact, three restrictions—appears to be de- 
liberately designed to ensure that the value 
of such payments will be made subject to 
tax in the estate of the deceased employee. 


Sections 811 (c) and 811 (f) of the Code 
present the statutory foundation upon which 
the report is built. Section 811 (c) (1) (C) 
provides that there shall be included in a 
decedent’s gross estate the value of any 
property “to the extent of any interest 
therein of which the decedent has at any 
time made a transfer . . . intended to take 
effect in possession or enjoyment at or 
after his death.” Section 811 (f) (2) pro- 
vides that the value of any property shall 
be included “to the extent of any property 
with respect to which the decedent has at 
the time of his death a general power of 
appointment .. . or with respect to which 
the decedent has at any time exercised or 
released such a power” in such a manner 
as to bring the transfer within the purview 
of Section 811 (c) or 811 (d). 


The requirement that there be a legal ob- 
ligation to pay circumvents the holding of 
the Tax Court in W. S. Miller's Estate.” 
In that case payments to a widow were 
made under a Section 165 pension trust 
established by the employer. All contribu- 
tions to the trust were made by the em- 
ployer, the payments were subject to reduction 
in amount, and in certain circumstances 
could have been eliminated entirely. The 
employee had no right to designate the 
beneficiaries to receive payments in the 
event of his death. The Tax Court found 
that because there was no legal obligation 
to pay, the decedent had no property rights 
which were of a “fixed and enforceable” 
nature “susceptible to transfer by him within 
the meaning of Section 811 (c).” 


The requirement that the employee be 
given the right to designate the benefi- 
ciaries to receive such death benefits might 
subject the value of such payments to estate 
tax under Section 811 (f) as property sub- 
ject to a power of appointment. This was 
indicated by the Tax Court in Estate of 
Eugene Saxton.™ In this case the decedent’s 
employer voluntarily created a trust to which 


_it transferred money to be held in trust 


for ten years and then to be distributed to 
certain named employees including deced- 
ent. The trust’ provided that upon the 
death of an employee before the expiration 
of the ten-year period, his share of the 


18 CCH Dec. 16,914, 12 TC 569 (1949). 
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corpus was to be paid to the person ap- 
pointed by his will or in default of such 
appointment to his issue. Upon the deced- 
ent’s death in 1943, since he failed to exer- 
cise his power, the corpus was paid to his 
children. By way of dicta the Tax Court 
pointed out that if Section 811 (f) (1) of 
the Code, as amended by the Revenue Act 
of 1942, had been applicable, the amount 
distributed would have been taxable as 
property subject to a general power of 
appointment. 


The requirement that the payments be 
made under an “express contract” would 
appear to be designed to bring such pay- 
ments under the rule stated by the Tax 
Court in Estate of Nevin® and Estate of 
Leoni.” In these cases it was held that the 
value of payments under an express con- 
tract is taxable under Section 811 (c) as a 
transfer to take effect at death, since the 
transfer of such property is deemed to have 
occurred by reason of actions or services 
performed by the deceased employee. The 
fact that there is an express contract is evi- 
dence that the right to payments has been 
so transferred. If the payments involved 
are based upon the amount of the deceased 
employee’s salary, there is a presumption 
that they were procured by services of the 
decedent.” Ordinarily, where there is no 
express contract with, or enforceable obli- 


gation on the part of, an employer to pay 


additional compensation in the form of 
death benefits or where there is no claim 
of decedent to additional compensation 
which might be satisfied by the payment of 
a death benefit, the amount of any benefit 
so paid will not be includible under Section 
811 (c).* 


Whether the Bureau or the courts will 
recognize the requirements set forth in 
the Senate Finance Commitee report in 
determining the applicability of Section 22 


%CCH Dec. 16,498, 11 TC 59 (1948). Here 
there was an express contract between employer 
and employee to pay a specified amount with 
the provision that in case of death the employ- 
ee’s widow would receive remaining payments. 
The commuted value of the widow’s payments 
was held taxable to decedent employee’s estate 
under Section 811 (c). 

20 CCH Dec. 16,657(M), 7 TCM 759 (1948). This 
case presents a situation similar to Estate of 
Nevin, except that the contract between em- 
ployer and employee provided solely for pay- 
ments to the employee’s widow. Held taxable 
under Section 811 (c) on theory that the contract 
was in consideration of employee’s services and 
through the performance thereof a transfer of 
the property was effected by the employee ‘‘to 
take effect in possession and enjoyment at his 
death.”’ 

21 Hstate of Leoni, cited above. 
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(b) (1) (B) is therefore a crucial question. 
The law itself does not require that the 
beneficiaries be “designated,” nor that the 
employer be legally obligated to make pay- 
ments. The law requires only that the pay- 
ments be made under a contract, and 
contains no limitation as to the person obli- 
gated to make the payments. In effect, this 
requires only that the payments be legally 
enforceable, which was not sufficient in the 
Saxton case to subject the value of the death 
benefit to estate tax, since the right was 
enforceable against the trustees of a pen- 
sion trust rather than against the employer.” 


Application of Section 126 


Assuming that the value of death benefit 
payments is incluible in the decedent’s 
estate, the further question arises whether 
the provisions of Section 126 will be ap- 
plicable to such payments. It may be that 
the Bureau will take the position that Sec- 
tion 126 does not apply. The Bureau has 
already stated that Section 126 is not ap- 
plicable to employees’ pension annuities 
taxable under Section 22 (b) (2). 


The Bureau’s position, apparently, is that 
Section 126 applies only to payments which 
would have been includible in the deced- 
ent’s last return except for the provisions 
of Section 126. Wher: another section of 
the Code requires payments to be taxed to 
a particular class of persons the provisions 
of Section 126 are not controlling. Does 
Section 22 (b) (1) (B) tacitly accept the 
applicability of Section 126 to payments of 
the sort specified and merely establish a 
limited exemption thereon, or does the new 
provision establish a new class of taxable 
persons given preferential tax treatment? 
If the latter, the Bureau should, to be con- 
sistent, take the position that Section 126 


(Continued on page 848) 


Estate of Bausch, cited above. At page 314 
the court noted that where payments were meas- 
ured by decedent employee’s salary there arises 
a ‘‘reasonable inference that the payments were 
a reward for past services.’’ Note, however, that 
the court was here dealing with income tax on 
such payments under Section 126. 

22 Hstate of Saxton, cited above. 

*3 Query: Would an arrangement similar to 
that in the Saxton case, except that the em- 
Ployee has no right to designate his beneficiary, 
qualify under Section 22 (b) (1) (B) and at the 
same time escape estate tax? 

4 Bureau letter, October 9, 1946. The Bureau 
herein set forth its opinion that payments under 
an employee’s retirement plan as a result of 
the death of an employee are taxable to the 
person to whom made as annuities under Section 
22 (b) (2) and are therefore not covered by 
Section 126. 
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THE TREATMENT OF 


Interest on Overassessments 


By SIDNEY |. ROBERTS and BERTRAM HARNETT 


THE COMMISSIONER, THE AUTHORS BELIEVE, IS USING THE 
WRONG PERIOD IN COMPUTING THE INTEREST TO BE PAID ON 
OVERASSESSMENTS OF INCOME TAX. THIS IS THEIR CONCLU- 
SION AFTER A COMPREHENSIVE SURVEY OF THE SITUATION 


RACTITIONERS are often faced with 

the fact that the government, in given situ- 
ations, is garnering revenues, seemingly in 
excess of its legal entitlement, yet uncon- 
tested by judicial process because, when only 
insubstantial sums of money are involved, 
taxpayers are dissuaded from resorting to 
litigation. 

A direct illustration of the frustration 
thereby generated is to be found in the sub- 
ject matter of this article and, more spe- 
cifically, in the manner of computing the 
interest period of income tax overassess- 
ments when such overassessments, instead 
of being refunded in cash, are credited by 
the government against deficiencies assessed 
against the taxpayer. 


Upon an official determination of over- 
assessment of income tax, a taxpayer is 
entitled to a refund of interest on his over- 
payment. Interest at 6 per cent is payable 
for the period commencing with the date of 
overpayment and terminating at least with the 
scheduling by the government of such refund. 
In the converse situation, where a deficiency is 
found to exist against a taxpayer, he must 
pay to the government at least the deficiency 
plus 6 per cent interest. Interest starts 
running on the date the deficiency payment 
was originally due and continues until the 
date of payment,’ but is subject to one 
widely known variation. If the taxpayer, 
learning of the pendency of a deficiency, 
duly executes a waiver of restriction on 
assessment, the running of interest is halted 
for the period from after the thirtieth day 


1 This is, of course, subject to the brief tolling 
of interest provided in connection with the 
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after the filing of such waiver until the 
date of actual assessment of the deficiency. 


But squarely between these situations lies 
the problem at hand. It may be illus- 
trated by this simplified example: Assume 
that in a federal income tax audit of a 
calendar-year taxpayer, for the calendar years 
1949 and 1950 an overassessment is determined 
for 1949, and a deficiency is agreed upon for 
1950. On November 1, 1951, the taxpayer exe- 
cutes a proper waiver of restriction of assess- 
ment on Form 870 (1951). Ultimately on 
March 1, 1952, the deficiency and interest, 
which is then assessed, is completely and ex- 
actly offset by the scheduled credit of the 
overassessment itself. Consequently, it remains 
only for the government to pay over to the 
taxpayer the interest on the overassessment. 


Is the interest period measured from 
March 15, 1950, the date of the overpayment 
causing the overassessment, until December 
1, 1951, namely, after the expiration of 30 
days following the execution of the waiver 
of restrictions on the assessment of the 
offsetting deficiency? This is the established 
Bureau practice. 


Or is the interest period for the over- 
assessment measured from March 15, 1950, 
until March 1, 1952, the date of assess- 
ment of the offsetting deficiency against 
which the overpayment is credited? That 
such should be the case is the contention 
of this article. It is believed that, in the 
critique which follows, sound support will 
be found for the position taken by the authors. 


Statement of Additional Tax Due, 


Treasury 
Department Form 17. 
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Mr. Roberts is a member, and Mr. Harnett 
an associate, of the law firm of Roosevelt, 
Freidin & Littaver, New York City. Mr. 
Roberts, author of Annotated Forms for 
Tax Practice, is also a CPA. 


In as much as the primary source of au- 
thority is the Code, a start may be made 
with a discussion of the applicable section 
which reads as follows: 


“Sec. 3771. Interest on overpayments. 


“(a) Rate.—Interest shall be allowed and 
paid upon any overpayment in respect of 
any internal revenue tax at the rate of 6 
per centum per annum. 


“(b) Period.—Such interest shall be al- 
lowed and paid as follows: 


“(1) Credits—In the case of a credit, 
from the date of the overpayment to the 
due date of the amount against which the 
credit is taken, but if the amount against 
which the credit is taken is an additional 
assessment of a tax imposed by the Revenue 
Act of 1921 . . ., or any subsequent Reve- 
nue Act, then to the date of the assessment 
of that amount... . 


“(c) Additional Assessment Defined.— 
As used in this section, the term ‘additional 
assessment,’ means a further assessment for 
a tax of the same character previously paid 
in part, and includes the assessment of a 
deficiency of any income or estate tax im- 
posed by the Revenue Act of 1924 . . ., or 
by any subsequent Revenue Act.” 


The government’s position is that interest 
on the overassessment stops running on the 
thirtieth day after the filing of the waiver, 
on which date the interest on the deficiency 
stops running. This, however, seems in 
square contravention of the plain words of 
Section 3771 (b) (1), which provides spe- 
cifically that interest shall run to “the date 
of the assessment of [the additional as- 
sessment]... .” 


With respect to additional assessments on 
deficiencies, the statute clearly distinguishes 
between the date of the assessment and the 
date to which interest thereon is to be com- 
puted. Section 292 (a) provides as follows: 

“Interest upon the amount, determined 
as a deficiency . shall be collected as 
part of the tax, at the rate of 6 per centum 
per annum from the date prescribed for the 
payment of the tax . to the date the 


2 51-1 usre {| 9195 (DC Calif.) 
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deficiency is assessed, or, in the case of a 
waiver under section 272 (d), to the thirtieth 
day after the filing of such waiver or to the 
date the deficiency is assessed whichever is 
earlier.” (Italics supplied.) 


In the foregoing provision the distinction 
between “the date the deficiency is assessed” 
and “the thirtieth day after the the filing of 
such waiver” is clearly drawn. Neverthe- 
less, the government would read the phrase 
“the date of assessment” in Section 3771 
(b) (1) as if it read “the date of assessment 
or, in the case of a waiver under section 272 
(d), to the thirtieth day after the filing of 
such waiver, whichever is earlier.” (Italics 
supplied.) The importation into Section 
3771 (b) (1) of the italicized phrase has 
no statutory warrant whatsoever. More- 
over, in view of the specific inclusion of the 
italicized phrase in Section 292 (a), its 
omission from Section 3771 (b) (1) should 
be respected. 


There is at least one known case squarely 
in point in the controversy, Max Factor & 
Company v. U. S., involving an overassess- 
ment arising out of a Section 722 claim. 
There the overassessment was credited 
against the deficiencies for prior years, and 
although the taxpayer had previously signed 
a waiver of restrictions (Form 874) on the 
assessment and collection of the deficiencies, 
the court, without an opinion, concluded 
that the taxpayer was entitled to the interest 
on the overassessment “to and including 
the date of the assessment of the defi- 
ciencies against which the overassessment 
was credited.” Although the government 
did not appeal that decision, the Bureau 
has taken the flat position that it will not 
follow the Max Factor case as a precedent 
on similar issues. Accordingly, the tax- 
payer position in the controversy has at 
least the exclusive merit of being favored 
by a case directly in point. 


The cases typically cited by the Commis- 
sioner to a protesting taxpayer are actually 
inapplicable. These cases involved the fol- 
lowing provisions of the Revenue Act of 
1926: 


Section 283 (d): “In the case of any as- 
sessment made after the enactment of this 
Act in respect of a tax imposed by any 
Act of Congress prior to November 23, 
1921 [date of enactment of Revenue Act 
of 1921], interest upon the tax . . shall 
be collected . . . from the date of the en- 
actment of this Act [February 26, 1926] 
to the date such tax is assessed.” 
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Section 1116 (a): “Upon the allowance of 

a credit or refund of any internal revenue 

tax erroneously or illegally assessed or 

collected, . . . interest shall be allowed 

. from the date such tax ... was 
a 


Section 284 (a): “Where there has been 
an Overpayment of any income, war-profits, 
or excess profits tax imposed by this Act 
[or any prior Revenue Act], the amount of 
such overpayment shall be credited 
against any income, war-profits, or excess- 
profits tax or installment thereof then due 
from the taxpayer, and any balance shall be 
refunded immediately to the taxpayer.” 


These sections provide (1) that interest 
on additional tax due, in connection with 
taxes under acts prior to the Revenue Act 
of 1921, runs only from February 26, 1926, 
whereas (2) interest on refunds runs from 
the date of the overpayment. Thus, a tax- 
payer with a deficiency in tax, say, under 
the 1918 act and a refund under, say, the 
1919 act, would gain by paying the 1918 
deficiency, with interest from February 26, 
1926, and receiving a refund of-the 1919 
tax with interest from the date of payment. 


Under Section 283 (d) and Section 1116 
(a), therefore, a taxpayer would receive and 
pay interest as follows: 


(a) March 15, 1919, to March 15, 1920; 
(b) March 15, 1920, to February 26, 1926. 


He would not pay interest for the follow- 
ing periods: 


(a) March 15, 1919, to March 15, 1920; 
(b) March 15, 1920, to February 26, 1926. 


It could be here argued, therefore, that 
if it were not for the statute, on principles 
of mutuality, no interest should be paid for 
the period throughout which the taxpayer 
owed an equivalent tax. 


However, Section 284 (a) specifically 
maintains some mutuality by requiring that 
an overpayment be credited against any de- 
ficiency before refund, therefore reducing 
the application of Section 1116 (a). Thus, 
if, in our hypothetical case, the 1918 defi- 
ciency and the 1919 overpayment were ex- 
actly equivalent, the application of refund 
to deficiency, leaving no refund on which 
the provisions of Section 284 (a) would 
apply, would eliminate the inequity, in part, 
by not giving the taxpayer any interest for 
the period March 15, 1920, to February 
26, 1926. 


*4 ustc { 1231, 5 F. Supp. 976 (1934); motion 
for new trial overruled, 4 ustc § 1298, 7 F. Supp. 
301; cert. den. October 15, 1934. 
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As a result of the three provisions dis- 
cussed above, the government tried to ap- 
ply overassessments against deficiencies. 
For their part, taxpayers tried to prevent 
such applications by actually paying the de- 
ficiencies, hoping thereby to obtain full re- 
funds undiminished by any application 
thereof against deficiencies. The cases re- 
lied upon by the government involve such 
situations in attempted circumvention of the 
specific provisions of Section 284 (a). The 
purpose of Section 284 (a) was apparently 
to reduce instances in which the govern- 
ment would be paying interest for periods 
during which the taxpayer owed tax but 
paid no interest thereon because of the prior 
law failing to charge such interest on defi- 
ciencies. The law was concerned with the 
offsetting of overassessment against defi- 
ciency, which principle is not at all chal- 
lenged in this area. The government seems 
to be using loose statements which pertain 
to the purpose of a specific provision, as a 
basis for a general rule that interest shall 
not be allowed for a period during which, an 
offsetting debt being due, interest is not 
payable by the taxpayer. The reasoning 
requires two steps: 


(1) From the specific statutory rule in 
Section 284 (a) the government derives a 
rule of general application, namely, an equi- 
table doctrine of mutuality of interest, with- 
out regard to any statutory provision. 


(2) The government applies the general 
rule so determined to a situation specifically 
covered by a provision calling for a dif- 
ferent result. 


Conceivably, the first step might be 
justified. Or the general rule might have 
better been developed from equitable or 
contract reasoning, with the statements in 
the cases involving Section 284 (a) as per- 
suasive authority. It will be shown below, 
however, that this first step is false when 
applied to the instant problem. 


The second step is, however, unjustified. 
The specific words of the statute require 
a contrary result and there is no room 
for interpretation or application of general 
principles. 

Thus, in Standard Oil Company (Indiana) 
v. U. S.,3 the Commissioner determined over- 
assessments and deficiencies for the years 
1918 to 1926. Before the final allowance of 
the refunds or assessments of the deficiency, 
the taxpayer “paid” the 1920 deficiency. 
Taxpayer’s purpose was to prevent the ap- 





plication of overassessments for 1918 and 
1919 against the 1920 deficiency for the 
reasons indicated above. Taxpayer argued 
that by payment of the 1920 deficiency, there 
was no deficiency “then due” against which 
Section 284 (a) permits application of the 
1918 and 1919 overassessments. Holding 
for the government, the court stated (at 
page 985): 

“It will be seen as the discussion pro- 
ceeds that, if plaintiff’s theory is sustained, 
there will not only be cases where the tax- 
payer will be entitled to interest for a period 
during which he is indebted to the govern- 
ment as in the instant case, but in some in- 
stances the taxpayer will be able to sue the 
government for a refund and obtain a judg- 
ment, although he is actually owing a bal- 
ance to the defendant at the time when suit 
is begun and when judgment is rendered. 
Certainly Congress never intended such a 
result, and we do not think a court should 
lend its support to a doctrine which would 
bring it about unless required so to do by 
clear and unambiguous provisions in the stat- 
utes applicable thereto.” (Italics supplied.) 


The court felt that “Congress never in- 
tended” a judgment for refund when the 
taxpayer owed a balance at the same time. 
Such a result would not obtain from the 
interpretation sought by the authors. It 
is to be noted that this argument of legislative 
intent is inapplicable to the present Section 
3771 (b) (2) because that provision is clear 
and unambiguous on its face. By the usual 
canons of statutory construction, arguments 
of legislative intent are unwarranted, and 
especially those arguments based on a dif- 
ferent provision. 


The court rejected the taxpayer’s argu- 
ment that the phrase “then due” in Section 
284 (a) meant “due at the time of the credit” 
and construed it to mean “due at the time 
when the deficiency is determined and found 
to exist.” 

Elsewhere (at page 987) the court stated: 


We “think it is manifest from the several 
sections of the statute which direct the ap- 
plication of refunds and determine the man- 
ner in which interest can be computed that 
the general purpose of these provisions and 
the object which was sought to be attained 
by Congress was to require a mutual set-off 
of overpayments and deficiencies and to 
prevent the allowance of interest to the tax- 
payer for a period during which he was 
indebted to the government. Whether the 
statutes accomplish such a purpose depends 
upon their wording.” (Italics supplied.) 


*45 F. (2d) 291 (CA of D. C., 1930). 
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As previously stated, Section 3771 (b) (2) 
does not accomplish the general purpose, 
The wording of the section is entirely clear. 


Lucas v. U. S. 


A second case relied on by the govern- 
ment involved a similar point. Lucas v,. 
U. S* was a mandamus action for refund. 


Taxpayer overpaid his 1917 tax but the 
Commissioner did not schedule this sum as 
an’ overpayment until November 26, 1927. 
For 1918 a deficiency was decided against 
the taxpayer by the Board of Tax Appeals 
on October 6, 1927. On October 18, 1927, 
the taxpayer paid the amount of the def- 
ciency but the Commissioner held that the 
1917 overpayment (and a 1919 overpayment 
not yet disposed of) should first be set off 
against the 1918 deficiency. The taxpayer 
argued that, by virtue of his payment of the 
1918 deficiency, there was no deficiency on 
November 26, 1927, when the 1917 over- 
payment was scheduled, against which the 
overpayment could be applied. The court 
upheld the Commissioner: 

oy inasmuch as otherwise the govern- 
ment would have been paying interest to 
the taxpayer upon the overpayments from 
the date of payment, whereas it would have 
collected interest upon the deficiency only 
from February 26, 1926. We have already 
held that such a result would contravene the 
plain intent of Congress.” 


McCarl v. U. S. 


In McCarl v. U. S.5 the Commissioner 
notified the taxpayer that there was a defi- 
ciency for 1918 and an overassessment for 
1919. The taxpayer challenged the 1918 de- 
ficiency and lost on January 20, 1930. On 
September 4, 1929, the Commissioner for- 
warded to the Comptroller General a sched- 
ule for the 1919 refund but the comptroller 
refused to approve payment because of the 
pending 1919 action. On October 7, 1929, 
while the Board case was still pending, the 
taxpayer brought this action in mandamus 
to compel the various officials to take the 
action necessary for issuance of the check 
for the 1918 refund. 


The taxpayer argued that the statute re- 
quired payment of the 1919 refund immedi- 
ately because no deficiency, against which 
the overpayment might be credited, was 
“then due.” The court held that the defi- 
ciency was “then due” when the Commis- 
sioner notified the taxpayer of the deficiency. 


542 F. (2d) 346 (CA of D. C., 1930). 
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Referring to the advantage with respect to 
interest which would accrue by the tax- 
payer’s contention, the court said: 


“Stated differently, the government would 
be paying interest on the overpayment for a 
period of six years, while the taxpayer 
would not be required to pay interest for 
that period of time on his deficiency. We 
cannot conceive that Congress intended 
such a result, nor do we think that an inter- 
pretation producing such a result should be 
placed upon the statute.” 


Other cases similar to the three discussed 
above may be found.® These cases involve 
the question of whether the Commissioner 
could properly credit an overpayment against 
a deficiency under various statutory provi- 
sions which are not involved here. The 
concern of this article is purely with the 
computation of interest where the over- 
assessment is clearly credited against the 
deficiency, and with the interpretation of 
the statutory phrase in Section 3771 (b) (1) 
stating that interest on the overassessment 
is computed “to the date of the assessment.” 
It is contended that this means what it says 
and does not mean “to the thirtieth day 
after signing of the waiver.” 


The principal rebuttal to the government 
position is found in the discussion immedi- 
ately above, in the plain meaning of the 
statute. Section 3771 (b) (1) plainly states 
that, in the situation under consideration, 
interest should be paid “to the date of the 
assessment.” The language is unequivocal, 
and leaves no room for extended construc- 
tion. The Bureau would arbitrarily amend 
the statute to provide that interest shall be 
computed “to the date of assessment or in 
the case of a waiver under Section 272 (d) to 
the 30th day after the filing of such waiver, 
whichever is earlier.’ (Italics supplied.) 
The addition of this italicized portion is 
not warranted. Moreover, if Congress had 
intended to compute interest on overassess- 
ments to the thirtieth day after the filing 
of the waiver, it could have simply imported 
into Section 3771 (b) (1) the terminology 
of Section 292 (a). 


It must further be noted that Section 
292 (a) provides that interest shall stop 
running on the thirtieth day after filing the 
waiver. From that date to the date of sea- 
sonable payment upon assessment, a tax- 
payer pays no interest, although it is 
retaining money which is owing to the gov- 


6 See for instance, Hastman Kodak v. U. S., 
40-2 ustc {§ 9698, 13 F. Supp. 435; American 
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ernment. The Bureau’s interpretation not 
only violates Section 3771 (b) (1) but 
squarely tramples the intendment of Sec- 
tion 292 (a) in connection with taxpayers 
having an overassessment. Such taxpayers 
are not afforded the benefit of tolling of 
interest, while taxpayers without such an 
Overassessment are relieved of the interest 
burden. 


Waiver of Notice 


Waiver of notice, as provided in Section 
292 (a), is perhaps the most decisive point, 
and runs contrary to any notions of mu- 
tuality underlying the Bureau’s position. 
The relinquishment of rights on waiver by 
the taxpayer is part of a bargain with the 
government which counteracts any con- 
ceivable lack of mutuality. Halting of in- 
terest after the 30-day period is not a 
pure grant; it is in effect bought by the 
taxpayer, independently of his possible over- 
assessment entitlements, through the sur- 
render of his legal rights. 


In addition to the main problem as 


‘outlined above, there are related questions 


which merit discussion. Assuming that a 
taxpayer is entitled to a refund, what steps, 
if any, must he take to ensure payment to 
him? Will acceptance of a check for inter- 
est in an amount less than that to which 
he is entitled bar his claim for the addi- 
tional amount contended for in this article? 
How is a claim affected by the statute of 
limitations ? 


Code Section 3771 provides as follows: 
“Interest on Overpayments. 


“(2) Refunds— .. . The acceptance of 
such [refund] check shall be without preju- 
dice to any right of the taxpayer to claim 
any additional overpayment and interest 
thereon.” 


This provision was added by Section 804 
of the Revenue Act of 1936, amending Sec- 
tion 614 (a) (2) of the Revenue Act of 1928. 
The following excerpt from the committee 
report is significant: 


“Express provision, however, is made so 
that the acceptance of the check will not 


. constitute an accord and satisfaction which 


will prejudice the right of the taxpayer to 
claim any additional overpayment and in- 
terest thereon.”” (Ways and Means Com- 
mittee Report on H. R. 12793 (1936).) 


Woolen Company v. U. S., 37-1 ustc { 9212, 18 
F. Supp. 783. 
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Girard Trust Company Case 


Girard Trust Company v. U. S." involved 
a suit for interest on a refund made by the 
government. Holding that acceptance of 
the principal amount of the tax did not bar 
the taxpayer from suing for interest, the 
Supreme Court stated (at page 168): 


“In this case there is statutory provision 
for it [interest], analogous to a suit in debt 
or covenant in which the contract specif- 
ically provides for payment of interest on 
the principal debt. In such cases the au- 
thorities all hold that the acceptance of the 
payment of the principal debt does not 
preclude a further suit for the interest unpaid.” 


It would seem that no claim for refund of 
interest is legally necessary. First, the interest 
in dispute was not paid by the taxpayer; 
hence a claim for refund is not particularly 
appropriate. Second, the provisions with 
respect to claims for refunds are in terms 
confined to tax, not interest. Section 322 
provides: 


“(a) Authorization —(1) Overpayment.— 
Where there has been an overpayment of 
any tax. ... 


“(b) Limitation on Allowance—(1) Pe- 
riod of limitation.—Unless a claim for credit 
or refund is filed by the taxpayer within 
three years from the time the return was 
filed by the taxpayer or within two years 
from the time the tax was paid, no credit 
or refund shall be allowed or made... .” 
(Italics supplied.) 

The references to “return” and “tax” in- 
dicate that this provision relates to tax 
and not to interest. Moreover, subdivision 
(b) (1) represents a limitation on subdivi- 
sion (a), which relates solely to overpay- 
ments of “tax.” 


The authority on the necessity of a formal 
claim is sparse. According to an informal 
ruling, Bureau procedure is that interest 
payments automatically follow refunds or 
credits, and that it is accordingly not nec- 
essary for the taxpayer to make claim or 
application. 


Murphy v. U. S. 


In Murphy v. U. S.,° the plaintiff paid an 
amount on May 3, 1940, in anticipation of 
a deficiency assessment. Subsequently, the case 
was settled for an amount less than the 


1940 payment. On September 3, 1942, the 


™1 ustc 7.162, 270 U. S. 163 (1926). 


* Letter to Robert Ash of Washington, D. C., 
signed by C. P. Smith, acting Commissioner, 
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Commissioner refunded, without interest, 
the excess of the 1940 payment over the 
agreed settlement. On March 20, 1944, 
plaintiff filed a claim for refund of interest 
from May 3, 1940 (date of payment), to 
September 3, 1942 (date of refund), which 
was rejected. On December 3, 1946, plain- 
tiff commenced this suit. 


The defendant moved to dismiss on the 
ground, among others, that no claim for 
refund was filed within the three-year pe- 
riod from the date of payment, Rejecting 
this argument the court stated (at page 239): 


“Since interest is but an incident to a 
repayment of principal . , the filing 
of a claim for interest should not be required 
where a claim for refund of principal would 
not be necessary. In the case at bar, then, 
the claim as to principal (the tax liability) 
having been settled by agreement between 
the taxpayer and the Commissioner, it was 
not incumbent upon the plaintiff to file a 
claim for interest within three years follow- 
ing payment of the tax... .” 


As a matter of prudent tax planning, how- 
ever, many advisers recommend the filing 
of a covering claim for refund. This recom- 
mendation is based principally on the small 
possibility that either Section 322, dealing 
with income tax refunds, or Section 3313, 
dealing with refund of miscellaneous tax 
items, will be held to have some application. 


Colgate Case 


Mertens, in Law of Federal Income Tax- 
ation (1943), states: “§58.96. An action to 
recover interest may be brought within six 
years after the allowance of the refund or 
credit [Colgate-Palmolive-Peet Company v. 
U. S., 58 F. (2d) 499 (Ct. Cl., 1932)]. Until 
the refund or credit is allowed no cause of 
action accrues to the taxpayer [Yuba Con- 
solidated Gold Fields v. U. S., 6 F. Supp. 381 
(D. C. Mass., 1934) ].” 


In the Colgate case the government made 
refund of tax paid by the taxpayer. The 
taxpayer, thereupon, brought suit, claiming 
interest in excess of the amount paid by the 
government. The court held first that the 
amount of interest refunded was the correct 
amount. We are concerned here with its 
alternate ground for decision. 


The government’s second defense was 
that the statute of limitations barred re- 
covery by the taxpayer. The Commissioner 
had signed the schedule of overassessments 


on October 13, 1922. Cf. S. M. 2113, III-2 
CB 352. 
®48-2 ustc { 10,629, 78 F. Supp. 236 (DC 
Calif.). 
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on April 24, 1924, and the suit was com- 
menced on April 28, 1930. 


Section 1324 (a) of the Revenue Act of 
1921 provided: 


“That upon the allowance of a claim for 
refund of or credit for internal revenue 
taxes paid, interest shall be allowed and 
paid . .. from six months after the date 
of filing of such claim for refund or credit.” 


The court stated (page 502): 


“We think it clear under the statute that 
whenever the claim for refund was allowed, 
the statute of limitations began to run.” 


Holding that the claim was “allowed” on 
April 24, 1924, the court further stated 
(page 503): 

“We think . . . that plaintiff’s cause of 
action arose when the refund was allowed 
[April 24, 1924]. This suit was not com- 
menced until April 28, 1930. Not being 
commenced within six years from the time 
the cause of action accrued, the plaintiff's 
right to recover is barred under the general 
Statute of Limitations.” 


The general statute of limitations appar- 


ently referred to is contained in Title 28, 
USCA Section 41 (20): 


“The district courts shall have original 


jurisdiction as follows: ... 


“20. Suits against United States. Twen- 
tieth. . . . No suit against the government 
of the United States shall be allowed under 
this paragraph unless the same shall have 
been brought within six years after the right 
accrued for which the claim is made.” 


The foregoing provision has since been 
repealed and Title 28, USC Section 2401 
provides: 


“(a) Every civil action against the United 
States shall be barred unless the complaint 
is filed within six years after the right of 
action accrues.” 


In Murphy v. U. S., above, the plaintiff 
made a voluntary payment in 1940 in antici- 
pation of a deficiency which was later settled 
for a smaller amount. The Commissioner 
refunded the excess payment without in- 
terest on September 3, 1942. Plaintiff 
brought suit in 1946 for interest from the 
date of payment to the date of refund. Rul- 
ing for the taxpayer, on the statute of limi- 
tations point, the court stated (page 239): 


“Thus the general six-year period of 
limitations, 28 USCA §41.(20), is ap- 
Cf. Lichtenstein v. U. S., 51-2 ustc { 9406 
(DC Tex.). 


11934 CCH Standard Federal Tax Reports 
1 9106, 6 F. Supp. 381 (DC Mass.). 


Interest on Overassessments 


plicable to this suit; and that period runs 
from the date the claim for interest was 
disallowed—when the refund of principal 
was made without interest on September 3, 
1942 [citing the Colgate case, above].” 


The court ultimately held, however, that 
no interest was refundable because the an- 
ticipatory payment was not an “overpay- 
ment” within the meaning of Section 3771.” 


Yuba Case 


Yuba Consolidated Gold Fields v. U. S® 
was a suit to recover interest under the 1924 
act on a refund for an earlier year applied 
as a credit against the tax for 1922. The 
government pleaded the statute of limita- 
tions. Finding that the cause of action ac- 
crued on February 6, 1926, when the Com- 
missioner approved the Schedule of Refunds 
and Credits, the court found for the tax- 
payer, stating (at page 385): 


“This petition was brought December 9, 
1931. Did its cause of action arise within 
six years prior to that date? The 
statute providing for interest clearly au- 
thorized the payment of interest only upon 
the allowance of a refund or credit. Until 
such refund or credit is allowed, within the 
meaning of the statute, no cause of action 
accrues to the taxpayer.” 


Leisenring v. U. S. 


Leisenring v. U. S.* involved, among other 
things, a claim for interest on a refund for 
1919 credited against a 1917 deficiency at a 
time when the 1917 tax was barred by the 


statute of limitations. Finding that the 
credit was granted on May 15, 1924, when 
the Commissioner signed the schedule of 
refunds and credits, the court stated (at 
page 858): 


“Any cause of action for interest accrued 
at that date, and [this suit having begun 
June 10, 1930] is therefore also barred.” 


In many instances the amounts of money 
involved are very small, often not exceeding 
a few hundred dollars. Because of the costs 
involved in litigation, taxpayers are, in gen- 
eral, unwilling to do more than file covering 
refund claims. Hence the questionable but 


‘firm practice of the Bureau prevails and it 


becomes more difficult to pierce the veil of 
frustration which lies about. [The End] 


121933 CCH Standard Federal Tax Reports 
7 9402, 3 F. Supp. 853; supp. op. 1933 CCH 
Standard Federal Tax Reports { 9548, 4 F. 
Supp. 993 (Ct. Cls.). 
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DO STOCKHOLDERS OF A DISSOLVED CORPORATION RECEIVE PREFEREN- 


TIAL TREATMENT WHEN THEY, AS _ TRANSFEREES, 


PAY DEFICIENCIES 


ASSESSED AGAINST THE CORPORATION? NO, SAY THE AUTHORS, IN 


A Defense of the SWITLIK 


T can be expected that the impact of 

the excess profits tax will result in an 
increasing number of corporate dissolu- 
tions. The tax life of many of these newly 
dissolved corporations may not have been 
entirely pure. Accordingly, it can also be 
expected that in future years the former 
stockholders will find themselves charged 
with transferee liability for the tax wrong- 
doings of their recently departed corporations. 


The former stockholders ordinarily will 
realize a gain upon the corporate dissolu- 
tion. Assuming the necessary holding pe- 
riod, such a gain would receive the beneficial 
tax treatment accorded to long-term capital 
gains.’ If subsequently a corporate tax de- 
ficiency is assessed, it is paid by these 
former stockholders as transferees.” Under 
present rulings of the Tax Court, the trans- 
ferees are entitled to an ordinary loss de- 
duction in the year of payment for the entire 
amount of the deficiency paid. 


The leading case permitting this ordinary 
loss deduction is Stanley Switlik, CCH Dec. 
17,110, 13 TC 121 (1949), aff'd 50-2 ustec 
{ 9446, 184 F. (2d) 299 (CA-3). In 1941 the 
taxpayer received distributions in corporate 
liquidation and reported them as long-term 
capital gain. Income tax deficiencies sub- 
sequently were assessed against the cor- 
poration for the years 1940 and 1941, which 
were paid by Switlik as transferee in 1944. 
He then deducted these payments as ordi- 


1Code Secs. 115 (c); 117 (b) and (c). 

2 Code Sec. 311 (a) (1). 

This ‘‘annualization’’ rule has been well 
established in the law of income taxation since 
the cases of Burnet v. Sanford & Brooks Com- 
pany, 2 ustc { 636, 282 U. S. 359 (1931), North 
American Oil Consolidated v. Burnet, 3 vustc 
1 943, 286 U. S. 417 (1932), as has its corollary 
the ‘‘claim of right’’ doctrine. See, for example, 
Commissioner v. Wilcox, 46-1 ustc { 9188, 327 
U. S. 404; U. S. v. Lewis, 51-1 ustc { 9211, 340 
U. S. 590. 

* Code Sec. 117 (a). 
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nary losses on his 1944 income tax return, 
which deductions were promptly disallowed. 


In the Tax Court the Commissioner ar- 
gued that these payments merely repre- 
sented a reversal of the original distributions 
in liquidation; since these distributions were 
treated as long-term capital gains, any 
repayment of them should similarly be 
treated as long-term capital losses. Instead 
the court stated that the capital gain was 
income originally received under a claim of 
right. Any offsetting payment in a later 
year is deductible against the income of that 
later year. On the crucial question of 
whether the payment resulted in an ordi- 
nary loss or a long-term capital loss, the 
Tax Court reasoned as follows: 


(a) Each taxable year stands by itself.’ 
The capital gain of one year is not neces- 
sarily a capital loss when paid out in a later 
year. 


(b) Capital losses are, under the Code, 
those sustained as a result of “a sale or 
exchange.” * Since the payment of a tax 
deficiency falls within neither term, it does 
not fit within the statutory definition of a 
capital transaction. 


On appeal® the Tax Court’s decision was 
affirmed by the Court of Appeals, Third Cir- 
cuit, both as to result and reasoning. Judge 
Kalodner stated that “the fact that the 
transferee liability which occasioned the 


5 The court noted that: ‘In this Court the 
Commissioner has shifted his position to empha- 
size the fact that in 1941, pursuant to Section 
117 (b) of the Internal Revenue Code, 26 
U. S. C. A. Section 117 (b), only fifty percent 
of the capital gain on the liquidation dividend 
was taken into account. Consequently, it is 
said, to allow a deduction of the full amount 
of the payments in 1944 assumes that they are 
chargeable wholly to the portion of the capital 
gain taken into account in 1941.’’ 184 F. (2d), 
at p. 301. 
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Rule 


By HAROLD S. VOEGELIN and CLINTON CLAD 


losses grew out of distributions 
which resulted in capital gains 

is not alone decisive.’’*® It 
is interesting to note that the gov- 
ernment did not petition for cer- 
tiorari in the case. 


man. 


To date the Tax Court has continued to 
apply the Switlik rule despite the Commis- 
sioner’s strenuous objections. In Seth Milli- 
ken, CCH Dec. 17,842, 15 TC 243 (1950), 
rev'd 52-1 ustc $9284, 196 F. (2d) 135 
(CA-2), the facts were identical with those 
in Switlik. The case was decided in favor 
of the taxpayers on the direct authority of 
the Switlik case without further comment. 
Tatem Wofford, CCH Dec. 18,471(M), 10 
TCM 692 (1951), also involved facts similar to 
the Switlik case, and the Commissioner made 
the direct argument that the rule in that 
case was erroneous and should be over- 
ruled. The Tax Court replied that no new 
arguments had been advanced and accord- 
ingly again applied the rule.’ 


Nor has the application of the Switlik 
rule been limited to situations involving tax 
deficiencies. In Frederick Bauer, CCH Dec. 
17,984, 15 TC 876 (1950), rev’d 52-1 ustc 
7 9152, 193 F. (2d) 734 (CA-2),® the trans- 
ferees paid a judgment assessed against 
the transferor corporation, rather than a 
tax deficiency. The Tax Court felt that 


® 184 F. (2d) 302. 

7 Additional cases applying the Switlik rule 
under the same set of facts are Frederic M. 
Paist, CCH Dec. 18,952(M), 10 TCM 967 (1951) 
(app’d CA-3); Clifton v. Allen, 52-1 ustc { 9144, 
101 F. Supp. 997 (DC Ga.); Lamar D. Fain, 
CCH Dec. 18,730(M), 11 TCM 11 (1952); Roberta 
Pittman, CCH Dec. 17,549, 14 TC 449 (1950). 

5 The court of appeals’ reversal was not based 
upon any distinction of facts. 

®See also, Mace Osenbach, CCH Dec. 18,625, 
17 TC 93 (1951), discussed in footnote 17; dictum 
in Hetty B. Levy Estate, CCH Dec. 18,599, 
17 TC 728 (1951) (payment of estate tax). 


Defense of Switlik Rule 


The authors are members of the Los Angeles bar. 
Mr. Voegelin is with the firm of Brady & Nossa- 
His coauthor, Mr. Clad, is associated with 
the firm of Newlin, Holley, Tackabury & Johnston 


this was no basis for distinction, and al- 
lowed the taxpayers the benefit of that rule.’ 


However, the Court of Appeals for the 
Second Circuit has disagreed sharply with 
the principle of the Switlik case and has 
rendered three short and pithy opinions” 
upholding the position for which the Com- 
missioner has argued. The court’s position 
in each of these cases has been that the 
later year’s loss should take the character 
of the earlier year’s gain. 


Previous commentators who have con- 
sidered the genesis of this rule,” and certainly 
the Commissioner who has nonacquiesced 
in all of the decisions following it, be- 
lieve this to be an unjustified windfall 
to the taxpayer, a trick resulting in ill- 
gotten gains for tax purposes. At first 
glance it would appear that here the tax- 
payer is indeed getting a break. He initially 
reports his gain on corporate dissolution as 
long-term capital gain. Yet when he, as 
transferee, pays tax deficiencies of the trans- 
feror corporation, he has an ordinary loss 
deduction. The Tax Court decisions in 


10 Commissioner v. Bauer, 52-1 vustc f{ 9152, 
193 F. (2d) 734; Commissioner v. Milliken, 52-1 
ustc { 9284, 196 F. (2d) 135; Duveen Brothers, 
Inc. v. Commissioner, 52-1 ustc { 9335, 197 F. 
(2d) 118. 


11 Schwartz, ‘‘Transferee Liability Following 
Corporate Liquidation: The Income Tax Conse- 
quences to the Former Stockholders,’’ 7 Tax 
Law Review 504; Mandell, ‘‘Not a Gain Again, 
Again and Again,’’ TAxEsS—The Tax Magazine, 
June, 1952, p. 443; Notes, 2 Alabama Law Re- 
view 401: 35 Minnesota Law Review 680; 64 
Harvard Law Review 858. 
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which the rule has been applied direct their 
remarks to the fact that the taxpayer has 
suffered a loss in the payment of the tax 
deficiencies and then point out that it is 
not a capital loss. Having decided that 
there is a loss and that it is not a capital 
loss, it then seems to be assumed that the 
taxpayer must be entitled to an ordinary 
loss deduction. No affirmative approach 
is taken to explain why the loss is deduct- 
ible at all.” Yet it is believed that the 
results reached in these cases are entirely 
proper, although upon a rationale which 
the courts themselves have not appeared 
to consider. 


First there should be mentioned a few 
fundamentals. It is the intent of the in- 
come tax provisions of the Internal Reve- 
nue Code that the death of a taxpayer will 
not substantially alter the tax effects of 
specific items of income or expense. Such 
is the basic purpose of the various provi- 
sions set forth in Section 126. Pursuant 
to that section, the estate of a decedent will 
be entitled to the same income tax deduc- 
tions as would the decedent had he lived. 
Similarly, the income received after the 
decedent’s death is generally given the same 
tax treatment as it would have received in 
the hands of the decedent. 


This same premise supports the result 
reached by Switlik and subsequent deci- 
sions applying the rule of that case. During 
its existence, a corporation is in the role 
of a living taxpayer just as an individual. 
Its dissolution and liquidation correspond 
to its death, and the fundamental principle 
mentioned above should be equally applicable. 


In the discussion which follows, the 
reader will be asked to grant one assump- 
tion: that each year’s corporate profits, 
after taxes, are paid out as dividends. This 
is not completely accurate, of course, but 
is more accurate than the unconscious 
assumption, made by those who criticize 
Switlik as a “windfall,” that such profits 
are all accumulated. If this one assumption 
is made, the Switlik rule can be completely 
justified. 


In each of the cases involving this rule, 
there has been a corporate liquidation and 
some later event (tax deficiency or judg- 
ment) necessitating a surcharge against the 


transferees. What would have been the 
result had the corporation not been dis- 
solved but had still been in existence at 


42There are numerous economic losses that 
are not deductible for tax purposes. See, for 
example, gambling losses, Code Sec. 23 (h), loss 
on sale of personal residence, Regs. 111, Sec. 
29.23 (e)-1. 
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the time the contingency arose? It would 
then have paid this liability out of its cur- 
rent year’s earnings. The effect of so doing 
would have been to reduce, dollar for dollar, 
the amount available for dividends in the 
current year. 


These dividends, had they been distributed, 
would have been income to the recipients. 
Thus, in an economic sense, their non- 
receipt would have been a loss to the per- 
sons who would otherwise have received 
them. 


The economic burden resulting from the 
impact of events is the same whether the 
corporation is still in existence or has been 
liquidated prior to the year of reckoning. 
An event which would have resulted in 
economic loss to given individuals as stock- 
holders of a corporation would have the 
same effect on the same individuals in the 
role of transferees. Were they still stock- 
holders, they would have suffered the non- 
receipt of dividends they otherwise would 
have had. As transferees, they would suffer 
to the same extent when they return funds 
they never should have received. 


These economic effects should be accu- 
rately reflected in the tax effects. Dividends 
are taxable as ordinary income in the year 
of receipt. The nonreceipt of these divi- 
dends eliminates this ordinary income. Had 
the corporation remained in existence, this 
nonreceipt would have occurred in the year 
the tax deficiency was paid by the corpo- 
ration. The payment of the deficiency by 
the transferees should have the same tax 
effect—the reduction of ordinary income in 
that year. The use of the Switlik rule 
achieves this result. Receipt and disburse- 
ment are ordinary income and ordinary 
loss, respectively. 

As mentioned above,” the Court of Ap- 
peals for the Second Circuit has rejected 
the Switlik rule, but has done so upon a 
basis which is believed to lend suppgart to 
the theory herein proposed. In -Commis- 
sioner v. Bauer, 52-1 ustc $9152, 193 F. 
(2d) 734 (CA-2), rev’g CCH Dec. 17,984, 
15 TC 876, after accepting the “annuali- 
zation” rule,* the court declared: “But 
we think that this now well-settled prin- 
ciple does not mean that an examination 
of the previous year’s return may not be 
made in order to determine the nature of 
the new fact for the purpose of ascertaining 
how a gain or loss is to be categorized in 


13 See footnote 10. 
144 Footnote 3, above. 
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computing taxable income for the year in 
which the new fact happened.” 


This is entirely logical and persuasive. 
However, it is believed that the analysis 
stated was not adequately applied in the 
decision. Instead of really attempting “to 
determine the nature of the new fact,” the 
court fell into the error of assuming the 
corporate dissolution, a capital transaction, 
to be the original event “ascertaining how 
a gain or loss is to be categorized.” 


But the “original event” is not the cor- 
poration dissolution; it is the corporation’s 
failure to pay taxes in the earlier year.” 
This is a basic tenet of the thesis set forth 
herein. 


A good test of this theory is that it ap- 
plies equally well in a reverse situation, 
where the altered facts work to the benefit 
of the Commissioner. Thus, if at the time 
of corporate dissolution the taxpayer rea- 
lizes a loss rather than a gain, such a loss 
would be treated as a long-term capital 
loss, assuming the six-month holding 
period.” Then should a tax refund, for ex- 
ample, be found payable to the dissolved 
corporation, its receipt by the transferees 
should be taxable as ordinary income.” 


Applying the theory set forth above to 
these facts, the corporation would have re- 
ceived the tax refund had it continued in 
existence. Such receipt would have created 


1% Care should be taken to determine the 
correct year in which the original event actually 
occurred. See Margery K. Megargel, CCH Dec. 
13,729, 3 TC 238 (1944). 

1¢ It is entirely immaterial for the purposes of 
the Switlik rule whether the dissolution results 
in gain or loss to the taxpayer. Whichever it 
may be, the subsequent receipt or disbursement 
of funds is ordinary income or ordinary loss, 
respectively. 

17 Another situation in which receipts after 
liquidation are taxable as ordinary income was 
present in Osenbach v. Commissioner, 52-2 ustc 
1 9409 (CA-4), aff’'g CCH Dec. 18,625, 17 TC 797 
(1952), in which the transferee made collections 
upon assets received in a 112 (b) (7) liquidation. 
The Tax Court decision distinguished Commis- 
sioner v. Carter, 48-2 ustc f 9415, 170 F. (2d) 911 
(CA-2), and Westover v. Smith, 49-1 ustc { 9189, 
173 F. (2d) 90, where such receipts were accorded 
capital gain treatment, upon the basis that in 
those cases the assets had no ascertainable value 
at the time of distribution. 

1% Actually the facts of the Dobson case do not 
bring it directly within the application of the 
Switlik rule, since a stock sale rather than a 
corporate dissolution was involved. For a con- 
sideration of this aspect, see Duveen Brothers, 
Inc. v. Commissioner, cited at footnote 10, aff'g 
CCH Dec. 18,451, 17 TC 124 (1951). In that case 
the taxpayer sold preferred stock and in order 
to effect the sale agreed to leave on deposit with 
the broker an amount sufficient to make up the 
difference in the event the stock was called for 
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cash funds for distribution to stockholders. 
The stockholders’ receipt of these funds 
in the form of dividends would have been 
taxable to them as ordinary income. The 
fact that the corporation went out of exist- 
ence should not be permitted to alter the tax 
effects of the same dollars, and the applica- 
tion of the Switlik rule results accordingly. 


Long prior to the Switlik case, the Com- 
missioner argued for a similar result in the 
case of Dobson v. Commissioner, 44-1 ustc 
7 9193, 321 U. S. 231. There the taxpayer 
had sold shares of stock at a loss which 
was, of course, reported as a capital loss. 
Subsequently he sued the person from whom 
he had purchased the stock and recovered 
a portion of the loss. The Commissioner’s 
contention that the recovery was ordinary 
income rather than a reduction of the initial 
capital loss was sustained by the Supreme 
Court, which stated that the subsequent 
recovery could not be “linked” to the 
original sale of the stock.” 


The Supreme Court has recently granted 
certiorari in the Bauer case.” Thus the con- 
flict presented by the decisions of the Second 
and Third Circuits will soon be resolved. 
While the problem posed is a novel one, 
it will be of increasing importance due to 
the current excess profits tax and resultant 
corporate dissolutions.” Therefore, a 
thorough-going analysis of the basic prin- 
ciples involved was merited. [The End] 


less than the purchase price. In the year of 
sale the taxpayer reported the entire profit, 
including the amount retained by the broker. 
When, in a subsequent year, a portion of the 
sale price was returned to the purchaser pur- 
suant to the terms of the agreement, taxpayer 
attempted to take such payment as an ordinary 
loss. The Tax Court, with four dissents, had 
held it to be a capital loss, stating that the 
payments ‘‘constituted reductions in the sales 
price, and . . . were part of each sales 
transaction.’’ It did not appear to consider 
whether the impounded funds should have 
been included in the gain reported in the year 
of sale. It is questionable whether the taxpayer 
had any ‘“‘claim of right’’ to those funds at that 
time. Cf. U. 8. v. Lewis, cited at footnote 3. 
The Tax Court decision in Duveen was followed 
in the case of Edgar J. Kaufmann, CCH Dec. 
18,496(M), 10 TCM 790 (1951), involving the 
payment by former stockholders of a merged 
corporation of additional taxes to indemnify 
the continuing corporation. The court held 
such a situation analogous to a sale of a cor- 
poration with a guarantee to the purchaser, as 
opposed to an outright liquidation. 

19 Certiorari has also been granted in Duveen 
Brothers, Inc. v. Commissioner. 

2 The Switlik rule, should it prevail, would 
be an importarit consideration in determining 
the advisability of the sale of stock as opposed 
to corporate dissolution and sale of assets by 
the transferee. 
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An Analysis of Transferee lia 


SHOULD THERE BE A NEW APPROACH TO THE LIABILITY OF TRANS- 
FEREES? THE AUTHOR FEELS THAT DISREGARD OF THE CORPORATE 
ENTITY AND CONSTRUCTIVE RECEIPT SHOULD STILL REMAIN AS 


THE DOCTRINES TO BE USED 


SECTION 311 of the Internal Revenue 

Code provides a method of collecting 
the liability at law or in equity of a trans- 
feree of a taxpayer. The statute is purely 
one of adjective law and the substantive 
rights of the government must be based 
upon authority outside the Code. 


The liability at law of a transferee usu- 
ally arises through contract or by statute 
and seldom creates difficult legal problems. 
The liability in equity, however, frequently 
develops controversy and has produced con- 
siderable litigation. 


Although fairly recent court decisions 
have clarified the problems concerning the 
liability in equity of a transferee, some ques- 
tions remain. One question about which there 
appears to be doubt is the right of the 
government against trustees and _ benefici- 
aries of trusts which are held invalid for 
income tax purposes and thus the trust in- 
come held taxable to the grantor where the 
grantor or his estate is now insolvent and 
the transfer was made prior to the taxable 
year involved and did not then render the 
grantor insolvent and there was no actual 
intent to defraud. The Bureau of Internal 
Revenue procedure is to determine deficien- 
cies against the grantors and any result- 
ing Overpayments in favor of beneficiaries. 
This produces the further question whether 
the government may withhold and apply the 
overpayments against the deficiencies. The 
questions involved ordinarily arise from the 
so-called Clifford trusts and Sections 166 
and 167(a) trusts. Similar questions also 
arise from family partnerships which are 
invalid for income tax purposes. 


The Supreme Court in U. S. v. Joliet & 
Chicago Railroad Company, 42-1 ustc 9222, 


315 U. S. 44, held that rentals for corporate 
property paid by a lessee directly to stock- 
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IF LIABILITY 


IS TO BE IMPOSED 


holders of the lessor corporation pursuant 
to the terms of a lease constituted taxable 
income to the stockholders. The opinion 
reads: 


“Payments made directly to shareholders 
by the lessee or transferee of corporate 
property are properly recognized as income 
to the corporation by reason of the relation- 
ship of a corporation to its shareholders. 
The fact that there is an anticipatory ar- 
rangement whereby the taxpayer is not 
even a conduit of the payments is no more 
significant in this type of case than it was 
in Lucas v. Earl, 281 U. S. 111. 


“The relationship between respondent and 
its shareholders is an abiding one. They 
obtain the dividend payments because of 
their status as shareholders. That is 
to say their rights to receive the proceeds 
on the disposal of corporate assets are 
strictly derivative in origin. For the 
rental or purchase payments for the prop- 
erty conveyed by respondent could not 
lawfully be paid to another without its author- 
ity; and it could not lawfully dispose of 
them to others without the consent of its 
shareholders.” 


Thereafter, the Second Circuit Court of 
Appeals in U. S. v. Morris and Essex Rail- 
road Company, 43-1 ustc J 9432, 135 F. (2d) 
711, affirming the lower court, held that 
the government was entitled to a temporary 
injunction restraining a lessee from making 
further payments to a lessor’s shareholders 
until the lessor’s income tax should be paid. 
The opinion was written by Judge Learned 
Hand who stated: 


“If the lessor be regarded as a jural per- 
son separate from the shareholders, the 
order was clearly wrong. . . . On the other 
hand, if those payments can be imputed to 
the lessor as income so that an income tax 
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can properly be imposed upon them, it must 
follow that they are available to satisfy the 
tax; for it would be absurd at once to hold 
that the dividends were the lessor’s income 
for the purpose of assessing a tax against 
it, but were the shareholders’ income for 
the purvose of collecting that very tax. We 
start therefore with the premise that, if 
the shareholders are to be identified with the 
lessor in one aspect, they must be in the 
other; and now it has been authoritatively 
decided that such guaranteed dividends, 
though payable directly to the shareholders, 
are income of the lessor and may be taxed 
as such. United States v. Joliet & Chicago 
Railroad Co., 315 U. S. 44. . . . Courts will 
not allow the fictitious personality of a cor- 
poration to be used as a means for avoiding 
public duties; and the form of this trans- 
action cannot conceal the truth that pay- 
ments to the corporation are for all practical 
purposes payments to its shareholders; and 
payments to its shareholders, payments to 
the corporation.” 


Later, the Second Circuit in Commissioner 
v. Western Union Telegraph Company, 44-1 
ustc J 9254, 141 F. (2d) 774 (cert. den. 322 
U. S. 751), held that a lessor’s stockholders, 
to which rentals were paid directly by les- 
sees, were liable as transferees for income 
taxes on the rentals. The opinion of the 
court was written by Judge Augustus N. 
Hand, who stated: 


“In our opinion much of the reasoning 
in Harwood v. Eaton, Western Union Tel. Co. 
v. Commissioner, and United States v. Morris 
& Essex R. R. Co., supra, cannot be sup- 
ported in view of the theory upon which the 
Supreme Court proceeded in United States 
v. Joliet & Chicago R. Co., 315 U. S. 44, 
62 S. Ct. 442, 86 L. Ed. 658... . 


Transferee Liability 


‘a fraudulent conveyance. 


“It seems to us that the mode of treat- 
ment of the relations between the lessor and 
its stockholder in United States v. Joliet & 
Chicago R. Co., supra, precludes us from 
regarding them as a single group as they 
were considered in United States v. Morris 
& Essex R. R. Co., supra, and in the con- 
curring opinion in Harwood v. Eaton, supra, 
and requires us to hold that the lessor not 
only exists as an entity independent of its 
stockholders, but that it constructively re- 
ceives rentals from the lessee and in effect 
distributes them as annual dividends to its 
shareholders.” However, the court also 
stated: “But in United States v. Joliet & 
Chicago R. Co., 315 U. S. 44, 62 S. Ct. 442, 
86 L. Ed. 658, the Supreme Court held that 
in respect to liability for federal income 
taxes the rights of stockholders like those 
here are essentially not independent of their 
corporation but derivative.” 


The court further stated: “It is true that 
in Harwood v. Eaton, 2 Cir., 68 F. 2d 12, 14, 
we held that the distribution to the stock- 
holders, made as the result of pre-existing 
contracts entered into when the lessor had 
no creditors and the passage of an income 
tax was not as yet in contemplation was not 
But under the 
theory of the Joliet decision the rights of 
the stockholders were those of distributees 
of current dividends. The situation was the 
same as though the directors in the first 
year of the lease had passed a resolution 
that the rents each year thereafter should 
be paid to the shareholders without further 
order of the directors. Under the arrange- 
ment, each year after the income tax law 
went into effect, the lessor distributed its 
earnings as dividends without paying its 
current indebtedness for income taxes. If 
such be the correct rationale in view of the 
Joliet decision, there was a fraudulent con- 
veyance each year, which the government 
could have set aside in equity—and this in 
spite of the entire good faith of the parties 
involved.” 


The court in the Western Union case ap- 
pears to conclude that the theory of the 
decision of the Supreme Court in the Joliet 
case was one of constructive receipt and 
that the Morris and Essex decision was based 
upon the theory of disregard of the corpo- 
rate entity. However, the opinions in the 


“three cases, when read together, do not 


seem to justify a conclusion that either the- 
ory should be abandoned. 


Whether the doctrines of the Western 
Union and Morris and Essex cases can be 
applied to Clifford trust cases is not clear. 
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In those trust cases the grantor is not held 
taxable on the income of the trust because 
he receives it either actually or construc- 
tively but because of the grantor’s retained 
dominion and control, “at best a temporary 
reallocation of income within an intimate 
family group” and the bundle of rights 
which the grantor retains is “a fair equiva- 
lent of what he previously had.” The rela- 
tionship and identity of interest between 
a corporation and its shareholders is closer 
than between a grantor of a trust and the 
trustee, and much closer than between a 
grantor and beneficiary. It is not easy to 
apply what has been said in the long-term 
corporate-lease cases to the circumstances of a 
Clifford trust case or a family-partnership 
case and to do so requires enlargement of 
the rationale and foundation of those cases. 

In the case of Arnett, CCH Dec. 14,291, 
4 TC 494 (1944), the government pro- 
ceeded against a trustee of trusts established 
by a nonresident alien for the benefit of his 
minor children and divorced wife. The Tax 
Court held that there is a distinction be- 


tween the concept of income tax liability 
and general rules of property law and that 
although the income involved may have 
been taxable to the grantor he possessed no 
property right therein to which the govern- 
ment had recourse for collection. The case 
may be distinguishable because the govern- 
ment relied solely on statutory law specifi- 
cally dealing with representative liability 
and the court did not see fit to extend its 
consideration although the opportunity was 
presented. 


In the case of Stone v. White, 37-1 ustc 
7 9303, 301 U. S. 532, the government, in 
effect, was successful against a_benefici- 
ary. There the government succeeded in 
resisting a claim by a trustee by presenting 
a claim barred by statute against the bene- 
ficiary. The outstanding features in this 
case were the close identity between the 
trustee and beneficiary and the highly 
equitable conceptions of justice which pre- 
vailed. No liability of the grantor (where 
the identity of interest is ordinarily less 
descernible) was involved. [The End] 





LEGISLATORS SNIFF 


While ten states took major tax action 
on alcoholic beverages in 1951, legisla- 
tors paid much less attention to spirits 
in 1952. Maryland produced a new tax 
on bootleg liquor, and Virginia concocted 
a new $1,500 license for manufacturing 
alcoholic beverages from fruit or fruit 
juices. New York City entered the field 
with a surtax on liquor licenses. A sum- 
mary of the laws passed in various states 
is as follows: 


Kentucky.—The Department of Reve- 
nue is permitted to prescribe a new 
method of reporting, paying and collect- 
ing the excise tax on alcoholic beverages 
other than the fixing of stamps on con- 
tainers. Should the Department prescribe 
a new method the tax would be due on 
or before the fifteenth day of the calen- 
dar month next succeeding the month in 
which the wholesaler acquired posses- 
sion of the alcoholic beverage. H. B. 
395, Laws 1952. 


A wholesaler’s liquor license no longer 
restricts him from transporting distilled 


spirits or wines in interstate commerce. 
S. B. 194,.Laws 1952. 


Maryland.—A tax of $5 per 100-proof 
gallon is levied on distilled spirits seized 
and “on the potential quantity of dis- 


AT ALCOHOL TAXES 


tilled spirits to be derived from the 
quantity of mash seized” in connection 
with arrests for illegal manufacture of 
liquor. Chapter 58, Laws 1952. 

Taxes on wine and liquor are due on 
the first, instead of the tenth, day of the 
month following their sale. Certificates 
or stamps denoting payment of the tax 
may be furnished on credit. The method 
of determining the amount’ of bond to be 
posted by wine and liquor manufactur- 
ers and wholesalers has been changed. 
Chapter 75, Laws 1952. 


New York.—Licensed liquor manu- 
facturers or wholesalers may now obtain 
temporary driver-solicitors’ permits good 
for not more than ten consecutive work- 
ing days. The tax is $20 per license. 
Chapter 141, Laws 1952. 


New York City.—Retail liquor licen- 
sees must pay a 25 per cent surtax on 
their licenses. Local Law 58. 


Virginia.—The Alcoholic Beverage Con- 
trol Board is authorized to issue fruit 
distillers’ licenses for the manufacture of 
alcoholic beverages from fruit or fruit 
juices. The licenses cost $1,500 and cities 
and towns are authorized to issue similar 
local licenses at the same or lower rates. 
Chapter 535, Laws 1952. 
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Tax-Free Reorganizations 
and the New Corporation Tax Ceiling 


By ROY S. GOOD, Cleveland CPA 


WHEN A NEW CORPORATION ACQUIRES A PARTNERSHIP'S ASSETS 
IN A TAX-FREE EXCHANGE, DOES ITS EXISTENCE DATE FROM THE 
TIME OF THE EXCHANGE OR FROM THE TIME THAT THE PARTNER- 
SHIP CAME INTO EXISTENCE? THE ANSWER IS IMPORTANT TAXWISE 


te of the provisions of the Revenue 
Act of 1951 was for a ceiling on the 
excess profits tax of new corporations. 
Under this provision, a corporation begin- 
ning business after July 1, 1945, and whose 
fifth taxable year ends after June 30, 1950, 
has a graduated excess profits tax ceiling 
for the first five years of its existence. This 
ceiling is lower than the excess profits tax 
ceiling for other corporations. However, 
where assets are acquired by the new cor- 
poration from another corporation in a tax- 
free exchange during or prior to the taxable 
year, the new corporation is deemed to be 
in existence for as long as the predecessor 
corporation was. This leads to the question 
of the status of a new corporation which 
acquires substantially all the properties of 
a partnership in a tax-free exchange and 
coming within Section 461 (a) (1) (D). In 
such a case, is the new corporation in 
existence for as long as the preceding 
partnership was, or only from the date of 
acquisition of the assets of the partnership? 


It is true that for the purpose of deter- 
mining the excess profits credit based on 
the growth formula (under the Excess 
Profits Tax Act of 1950) or the relief pro- 
visions contained in Sections 442-446, the 
new corporation would be considered to 
have commenced business when the partner- 


ship (component corporation) did. The 


Revenue Act of 1951, however, does not 
seem to apply this theory to the excess 
profits tax ceiling on new corporations. In 
Stating the rules for the determination of 
the length of time which a corporation has 


1 Code Sec. 430 (e) (2) (B) (i). 


Tax-Free Reorganizations 


been in existence, reference is made only 
to certain transactions with other corpora- 
tions whereby the new corporation will be 
considered to be in existence as long as the 
other corporation was. No mention is made 
of a tax-free incorporation of a predecessor 


business operating as a partnership. 


In ruling out as a new corporation one 
formed by the acquisition of assets from 
another corporation in a tax-free exchange, 
the Internal Revenue Code refers to: “Any 
corporation which during or prior to the 
taxable year was a party with the taxpayer 
to a transaction described in section 445 (g) 
(2) (A), (B) or (C) ... .” There 
nothing in Section 445 (g) (2) (A), (B) or 
(C) which refers to a tax-free incorporation 
of a partnership. However, in Section 445 
(g) (1) reference is made to the limitations 
of Section 462 (g), and in Section 462 (g) 
reference is made to Section 461(d), con- 
taining the provisions concerning the length 


of time an acquiring corporation has been 
in existence. 


Senate Report 


It might be construed from the Senate 
report on the Revenue Act of 1951 that the 
ceiling rates were not intended to apply to 
either case. The report contained the fol- 
lowing comment: 


“These special ceiling rates available to 
new corporations in their period of develop- 
ment are not to be available to new corpo- 
rations created as the result of either a 
tax-free reorganization or a taxable trans- 
action of the type where, under your com- 
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mittee’s action, the purchasing corporation 
would be entitled to base its income credit 
on the earnings experience of the prede- 
cessor. Your committee believes that such 
corporations do not truly represent ‘new 


7 203 


business’. 


However, if it was the intent of Congress 
that the ceiling rates should not apply to the 
tax-free incorporation of a partnership, this 
intention is not spelled out in the Code. 


Another corporation ruled out as a new 
corporation by the Code and referred to in 
the above excerpt of the Senate report is a 
purchasing corporation in a Part IV trans- 
action. In such a case, the purchasing 
corporation must date its existence back 
to the beginning of the selling corporation. 
The definition of a purchasing corporation 
clearly includes a corporation which acquired 
substantially all of the properties of a part- 
nership and the definition of a selling 


corporation clearly includes a partnership 
wherein substantially all of the assets were 
acquired by a purchasing corporation. 


Therefore, there is no doubt that purchase 
of substantially all the assets of a partner- 
ship in a taxable transaction would date the 
existence back to the beginning of the 
partnership. ° 


Conclusion 


There is much doubt, however, as to 
whether the tax-free incorporation of a part- 
nership will require the new corporation to 
date its existence back also. There seems 
to be nothing in the Code which would 
prevent the new corporation from dating its 
existence from the time of the transaction 
and applying the ceiling for excess profits 
tax on new corporations on this basis. 


[The End] 





TAX COLLECTOR GETS A 
Presented below are stores of evasive 
maneuvers practiced by two taxpayers 
as they were presented in the Bureau 
of Internal Revenue’s July Activity Re- 
port: 


“Barter system used to evade taxes— 
The use of the barter system on a large 
scale as a means of evading income 
taxes has been discovered during an 
investigation by special agents of the 
Intelligence Division. Three individuals, 
who own and operate a manufacturing 
plant, reported less than one-fourth of 
the business income on the corporation 
returns over a four-year period. The 
remaining three-fourths represented pro- 
ceeds of sales which these three owners 
diverted to their own use. In many 
instances payment was made in other 
items of a personal nature. In addition, 
they distributed to themselves purchase 
rebates not recorded on the corporate 
books. Needless to report, these officials 
not only reduced the corporation’s ap- 
parent taxable income by this device, 
but substantially reduced their own by 
not reporting the value of the goods 
which they received under the plan on 
their individual income tax returns. 


“Story of ‘diamonds with a curse’ fails 
to satisfy agents—Recently recommended 
for criminal prosecution was a taxpayer 








LAUGH—THE LAST LAUGH 


whose fantastic explanation of his net 
worth deserves special mention. Special 
agents had noted that his net worth 
over a period of years greatly exceeded 
the income he had reported on his re- 
turns. He explained that his mother had 
received a quantity of diamonds from 
her husband, an officer in the army of 
a foreign country, who had committed 
suicide. After that she felt there was a 
curse on them and quietly passed them 
to her son just as he was entering the 
service in World War I. He sold the 
gems to his buddies and increased the pro- 
ceeds by successful gambling. At war’s 
end he reinvested the funds in dia- 
monds on a deflated European market 
and returned to the United States to 
go into business. He sold some of the 
diamonds and again increased the pro- 
ceeds by trading in securities and grain 
futures; the remainder he sold-in an 
inflated market in 1942, During World 
War II, he explained, he kept the cash 
proceeds in a safe deposit box and dur- 
ing the years involved in his tax case 
used the money to invest in stocks, 
bonds, and real estate. Thus he ap- 
peared to increase his tangible net 
worth beyond his reported income. His 
brothers and sister were astonished at 
the story of his wealth since the family 
had always been hard-pressed for money.” 








2 United States Congress, Senate Committee 
on Finance, Revenue Act of 1951, S. Rept. 781, 
to accompany H. R. 4473, 82d Cong., 1st Sess. 
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(Washington: Government Printing Office, 
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Partnerships and Joint Ventures v. 


Profit Sharing Employment Contracts 


By IRWIN G. WATERMAN 


HERE’S AN ARTICLE FOR THOSE 


INTERESTED 


IN PROFIT SHARING 


BUSINESS VENTURES, ESPECIALLY WHEN WITHDRAWAL FROM THE EN- 
TERPRISE IS BEING CONSIDERED. THE AUTHOR SUGGESTS HOW THE 
WITHDRAWING PARTY MAY ACHIEVE HIS GREATEST TAX ADVANTAGE 


acerca sharing business ventures in 
which the principal contribution of one 
party is managerial skill have recently been 
the subject of tax litigation centering around 
the capital gains—ordinary income contro- 
versy. 
agerial ability withdraws from a business 
venture, he is often paid a lump sum of 
money. This party will obviously achieve 
his greatest tax advantage by reporting this 
sum as a capital gain realized from the sale 
of an interest in a joint venture or partner- 
ship. On the other hand, the parties re- 
maining in the business will obtain a tax 
advantage by deducting from ordinary in- 
come the entire amount paid, on the theory 
that the amount was termination pay for 
an employment contract. 


A tax controversy must arise from this 
situation out of the conflict of interest 
between the parties in the business venture; 
and in this respect the controversy will 
differ from the usual contest between tax- 
payer and Treasury Department. 


These problems are not infrequent. With 
the considerable investment capital available 
at the present time, it is not uncommon for 
businessmen to invest in ventures uncon- 
nected with their principal endeavor. More 
frequently the problem can arise in connec- 
tion with contracts for managers of chain 
stores or of departments in larger enter- 
prises. Often, the agreements involved 
are drawn without considering the tax prob- 


1 Harland Bartholomew, CCH Dec. 17,590(M), 
9 TCM 302 (1950), rev’d in part and remanded, 
D1-1 ustc § 9150, 186 F. (2d) 315 (CA-8); on 
remand, CCH Dec. 18,588(M), 10 TCM 957 (1951). 


Joint Ventures 


When the party contributing man- . 


lem in the event one party withdraws and 
the venture continues. 


The problem under discussion is unrelated 
to Section 117 (p), recently added by Con- 
gress to the Internal Revenue Code. Under 
this new section, amounts received from 
assignment or release by an employee, 
after more than 20 years of employment, of 
all his rights to receive, after termination of 
his employment and for a period of not less 
than five years (or for a period ending with 
his death), a percentage of future profits 
is to be treated as a capital gain. This 
section contemplates a situation of employ- 
ment and merely changes what previously 
was ordinary income into capital gain, and 
is unrelated to the problem of whether the 
relationship was from the beginning that 
of a partnership or joint venture, a matter 
which may be decided without special re- 
gard to the time element. Little purpose 
would be served by extensively reviewing 
the common law principles for determining 
the existence of a joint venture or partner- 
ship. The purpose of this discussion is to 
highlight the factors that have been deter- 
minative in the type .of tax case outlined 
above. 


Theoretically, the same principles for de- 
termining the existence of a partnership 
are applied to determine the existence of 


.a joint venture.’ This brings into the prob- 


lem the Culbertson definition? of a partnership 
with its concomitant problems of deter- 


2 Harland Bartholomew, cited at footnote 1. 
The Culbertson definition of a partnership is as 
follows: ‘‘A partnership is, in other words, an 

(Continued on following page) 
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Mr. Waterman, a member of the Kentucky 
and Mississippi bars, is associated with 
Morris & Garlove, Louisville, Kentucky. 


mining the intention of the parties from 
the facts and circumstances of the indi- 
vidual case. Conceivably, the same volume 
of litigation could arise from applying the 
Culbertson definition of a partnership to 
this type of case as has arisen from apply- 
ing that definition in the family partnership 
cases. 


A pure employment contract providing 
for a share of the profits in addition to a 
regular salary is not ordinarily subject to 
interpretation.” However, at common law, 
a distinction has been drawn between a 
contract to share in net profits and a con- 
tract to share in gross profits. In the 
former situation, the contract has been held 
to be one of partnership on the basis of 
the difference in accounting for profits. The 
sharing of net profits in contrast to sharing 
of gross profits indicates an interest in 
profits as such rather than a measuring 
stick for determining compensation for 
services.* 


On its facts, First Mechanic’s Bank of 
Trenton v. Commissioner, 37-2 ustc { 9393, 
91 F. (2d) 275 (CA-3), is the most bizarre 
of all the cases on this issue; nevertheless, 
this case presents a_ basic-type factual 
situation. There, the taxpayer, a business or- 
ganizer and industrialist, obtained a muni- 
tions contract from the Imperial Russian 
Government. A Canadian company obtained 
a similar contract at a higher price, but 
could not perform without the taxpayer’s 
system of subletting contracts. The tax- 
payer caused his contract to be cancelled 
and entered into an agreement with the 
Canadian company to supply that company 
with his system of subletting contracts in 
return for 15 per cent of the profits. An 
American company in which the taxpayer 
was a director was formed to fulfill the 


(Footnote 2 continued) 
organization for the production of income to 
which each partner contributes one or both of 
the en of income—capital or services. 
i If upon a consideration of all the facts, 
it is found that the partners joined together in 
good faith to conduct a business, having agreed 
that the services or capital to be contributed 
presently by each is of such value to the part- 
nership that the contributor should participate 
in the distribution of profits, that is sufficient.’’ 
ag ee v. Culbertson, 49-1 ustc { 9323, 337 
. 8. 733. 
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contract. Later, the taxpayer had occasion 
to sue for an accounting of profits and 
returned the amount received, as a result 
of the lawsuit, as capital gain. In this 
comparatively early tax case, the Third 
Circuit held that the facts showed an in- 
tention, on behalf of the parties to the 
agreement, to pool their interest which in- 
dicated the existence of a joint venture. 
The court did not regard the absence of an 
agreement to share losses as sufficient to 
negate an intention to enter into a joint 
venture. The court felt that this was merely 
an agreement of one party to indemnify the 
other. Although the rule announced in this 
case is similar to the Culbertson rule, this 
case has not been cited in subsequent 
opinions.® 


There has never been a real conflict 
among the courts with regard to the prin- 
ciples for determining the existence of a 
joint venture or partnership. Basically, they 
have all used a test comparable to the 
Culbertson definition. Application of this 
test has produced some results which are 
significant to the attorney who is presented 
with the problem of drafting a profit shar- 
ing agreement. Stroller v. Franken, 157 N. Y. 
Supp. 333, is illustrative of the conse- 
quences of such contracts. There, the de- 
fendant, a department store, set up a new 
department. The plaintiff was obtained 
as manager under an agreement whereby 
he was to receive $45 per week and 50 per 
cent of the net profits. Although the plain- 
tiff had the right to run the business, he 
could not pay out money without the de- 
fendant’s consent. The defendant furnished 
the cash and credit for merchandise, paid 
all expenses, and received $50 per month 
from gross receipts as rent. The New 
York court held this arrangement to be a 
joint venture. Although this is not a tax 
case, undoubtedly the local rules for deter- 
mining the nature of a business relationship 
will carry weight in a tax case;°* and the 
ramifications of this common-type agree- 
ment are obvious. 


3 Thurlow McFall, CCH Dec. 9258, 34 BTA 
108; Shuster, CCH Dec. 11,239, 42 BTA 255 
(1950), aff'd 41-2 ustc 9601, 121 F. (2d) 643 
(CA-2); George K. Gann, CCH Dec. 11,004, 41 
BTA 388 (1940); A. L. Parker, CCH Dec. 14,909, 
5 TC 1355 (1946). 

‘Stroller v. Franken, 157 N. Y. Supp. 333, 
171 App. Div. 527 (1916). But see A. L. Parker, 
cited at footnote 3, where the employee’s interest 
was in net profits. 

5 For another early case with an interesting 
fact situation see Osburne, CCH Dec. 6826, 
22 BTA 935. 

¢ Thomas J. McGinty, CCH Dec. 14,092(M), 
3 TCM 838 (1944). 
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The United States Supreme Court has not 
considered this problem in a tax decision. 
However, in Campbell v. Northwest Eckington 
Improvement Company, 229 U. S. 561, the 
Court held that an arrangement whereby the 
defendants engaged the plaintiff, an experi- 
enced builder, to develop a tract of land for one 
third of the profits was a partnership. In 
the course of events it became necessary 
for the plaintiff to become a guarantor on 
the mortgage encumbering the land and to 
pay certain expenses. The Court considered 
this assumption of liabilities to be a capital 
contribution. Nevertheless, the Court did 
not state that the arrangement grew from 
employment into a partnership; it held that 
the relationship was a partnership from the 
beginning. 

Taxwise, the problem was presented in 
some early Board of Tax Appeals decisions. 
These decisions are only of passing interest 
for they are not cited in the later and more 
important opinions. In Fred R. Drake, CCH 
Dec. 479, 1 BTA 1235, the Board held a 
partnership came into existence when one 
party, who had been the sole owner of a 
business, entered into an agreement to 
share profits and losses with a second party 
who had previously been a salaried em- 
ployee. In Maggio Brothers Company, CCH 
Dec. 15,138, 6 TC 999 (1946), the tax- 
payer purchased a truck from the former 
owner of a produce route. Thereafter, the 
former owner of the truck operated the 
truck over the same produce route. The evi- 
dence showed that the former owner of 
the truck had given the taxpayer a note for 
his share of losses from operation of the 
route. On the grounds that the former 
owner of the truck would not have been 
liable for losses during the year if he were 
an employee, the Tax Court held this ar- 
rangement to be a partnership. Both of 
these decisions stress the sharing of profits 
and losses. See First Mechanic’s Bank of 
Trenton v. Commissioner, above, for author- 
ity to the effect that a partnership may 


exist although one party does not share in 
the losses." 


It should be remembered that a partner 
has a capital interest in the partnership; 
and it is doubtful if any local jurisdiction 
would enforce a property interest on behalf 
of a person who is taken into a business 
solely on the basis of sharing profits and 


losses.* To do so would border on imply- 
ing a gift of a proprietary interest in the 
—" I. T. 1849, II-2 CB 6, and 40 Am, Jur. 


8 In Bowman & Cockrel v. Ed Blanton & Com- 
pany, 132 S. W. 1041 (Ky.), the sharing of 
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partnership assets or implying a sale of an 
interest in the partnership assets, the sale 
price being the assumption of the contin- 
gent liability for losses. The natural ques- 
tion arising from these two implications 
is: What is the basis of the interest so 
acquired? None of the later tax decisions 
have gone so far as to hold the mere shar- 
ing of profits and losses to be sufficient 
basis for determining the existence of a 
partnership. 


Nonetheless, there exist two relatively 
late Tax Court memorandum opinions which 
would seem to give support to the argu- 
ment that an actual contribution of capital 
is unnecessary to the existence of a part- 
nership for tax purposes. In W. L. Loback, 
CCH Dec. 17,606(M), 9 TCM 333 (1950), 
the taxpayer was unable to pay his book- 
keeper a salary, and entered into an agree- 
ment with her whereby she was to be a 
25 per cent partner in any new business 
entered into by the taxpayer. Later, when 
the original business prospered, the book- 
keeper did receive a salary. Relying on the 
Culbertson test, the Tax Court held the 
bookkeeper to be a subpartner in the tax- 
payer’s interest in another venture. The 


-other decision is Edward Bacon Company, 


CCH Dec. 14,752(M), 4 TCM 868. In this 
case, the majority shareholder in a corporation 
obtained the other outstanding shares in 
the company in return for an agreement to 
give the former shareholders an interest in 
the new business to result from dissolution 
of the company. In order to retain certain 
valuable employees, the majority share- 
holder caused agreements to be executed 
with these employees whereby they would 
receive a percentage of profits in the com- 
pany and the same percentage of assets 
upon dissolution. Fully cognizant that these 
employees had contributed services only, 
the Tax Court held that these employees 
had become partners in the resulting busi- 
ness. Each of these decisions involves in- 
stances in which valuable services were 
rendered in addition to the factor of sharing 
of profits. 


The case of Isadore L. Rosenberg, CCH 
Dec. 17,759, 15 TC 1 (1950), more accu- 
rately points up the type situation which 
might arise. The taxpayer had been in 
the retail shoe business. A department 
store located adjacent to the taxpayer’s old 
location intended opening a shoe depart- 
ment in this spot. The taxpayer entered 


profits and losses was found to be sufficient basis 
for determining the existence of a partnership. 
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into an agreement with the department 
store whereby he was to receive a salary 
of $45 per week. In addition to the salary 
provision, the agreement provided that the 
taxpayer was to pay $1,500 into a “bonus 
account.” Fifty per cent of net profits was 
to be credited to this account. The tax- 
payer was not to be personally liable for 
losses, but he was to participate in losses 
to the extent of the bonus account. He 
could not assign the bonus account, nor 
was it subject in any manner to his dis- 
posal. On the other hand, the department 
store retained the full right to use the bonus 
account as it saw fit. When the “bonus 
account” would equal one half of the aver- 
age capital employed in the shoe business, 
the taxpayer was to draw 50 per cent of 
the profits. The department store retained 
all profits from the accessories. It further 
retained all control over the taxpayer’s ac- 
tions and changed business methods in the 
department at will. Basing its decision 
upon the retention of control over the bonus 
account, the operation of the business, and 
the taxpayer’s activities, the Tax Court 
held the arrangement to be one of employ- 
ment. Thus, in addition to the sharing of 
profits and losses (which was not absolute 
in this particular case) the Tax Court fur- 
ther introduced the factor of control. Cer- 
tainly, there was no intention to give the 
taxpayer any present incidents of owner- 
ship. On its face, this agreement appears 
more to be a contract to sell in the future 
an interest in the business, the sale date 
being such time as the “bonus account” 
should equal one half the value of the busi- 
ness. The Tax Court, however, did not 
consider this aspect of the case. 


Bartholomew Case 


The control factor was carried over into 
Harland Bartholomew;* however, the Tax 
Court did not cite the Rosenberg decision. 
The taxpayers in this case were members of 
a large engineering partnership that ‘had ob- 
tained a government contract to perform engi- 
neering services at a fixed fee. In accordance 
with the partnership’s custom, the taxpayers 
entered into an agreement with an engineer 
who resided in the locality of the project, one 
Royer. Royer was not a party to the con- 
tract with the government. The contract 
between Royer and the partnership recited 
that Royer had a staff of surveyors, equip- 
ment and knowledge of the area, all of 
which the taxpayers needed. The agree- 


® Cited at footnote 1. 
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This statue is located on ihe steps of the 
National Archives Building, 
Washington, D. C. 


ment provided that Royer was to share 
in profits and losses; but, in fact, certain 
losses were paid by the taxpayer without 
calling for contribution by Royer. How- 
ever, the taxpayer anticipated and received 
from the government reimbursement for 
these losses. Income and disbursements 
for the project were reported by the part- 
nership as part of the general partnership 
operations. Here, the government con- 
tended that the arrangement was a joint 
venture and that income should be reported 
only as a distributive share. Employing the 
following definition of a joint venture, the 
Tax Court found that none existed: “A 
‘joint venture exists’ when ‘two or more 
persons combine in a joint enterprise for 
their mutual benefit, with an express agree- 
ment or implied understanding that they 
are to share in profits and losses of the 
enterprise, and that each is to have a voice 
in its control and management.’ Chishold v. 
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Gilmer, 81 Fed. (2d) 120, 124. Joint ven- 
tures and partnerships are usually tested by 
the same rules. 48 C. J. S. 808.” 


The major factor in the Tax Court’s 
decision was the fact that entire control 
over the project rested in the taxpayers. 
On appeal, the Eighth Circuit refused to 
upset the Tax Court’s finding of fact with 
respect to the existence of a joint venture, 
but remanded the case because the Tax 
Court had not made a specific finding with 
regard to the existence of a partnership. 
In so doing, Judge Sanborn commented 
that the Tax Court had unduly stressed the 
control factor, and further pointed out that 
there are many kinds of partnerships. If 
joint ventures and partnerships are tested 
by the same principles (the Eighth Circuit 
agreed with the Tax Court on this point), 
there would seem to be little need of a 
special finding of fact with regard to the 
existence of a partnership. Apparently, the 
Eighth Circuit disagreed with the Tax 
Court’s finding of fact and employed a 
device to circumvent the Tax Court’s con- 
clusion of fact. With due consideration for 
the Eighth Circuit’s criticism, the Tax 
Court on retrial of the case found that a 


partnership existed within the meaning of © 


Section 3797(a) of the Code.” 


The three Bartholomew opinions have 
many ramifications. While all courts agree 
on the use of the Culbertson test, the effect 
of the Eighth Circuit’s opinion in the 
Bartholomew case is to free the definition 
from a construction confined to the stereo- 
typed partnership wherein each party con- 
tributes capital and labor and proportionately 
shares in losses. Considering the case 
on its net result, it is easier to estab- 
lish the existence of a partnership than the 
existence of a joint venture although both 
have the same tax consequences. Further, 
the mere sharing of profits and losses com- 
bined with a substantial contribution of 
services by the party who contributes no 
capital is sufficient to establish a partner- 
ship. Exercise of the incidents of owner- 
ship. of the business is not necessary. 


Underlying each case in which a partner- 
ship or joint venture has been found to exist 
is the fact that one party has contributed 
highly valued services without which the 


venture could not have succeeded. The. 


Bartholomew partnership was essentially a 


10‘*The term ‘partnership’ includes a syndi- 
cate, group, pool, joint venture, or other un- 
incorporated organization, through or by means 
of which any business, financial operation, or 
venture is carried on, and which is not, within 
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personal service partnership. While neither 
the Tax Court nor the Eighth Circuit made 
any distinction between personal service 
partnerships and enterprises in which capital 
is the chief asset, a different result might 
follow in a situation in which one party 
contributes all the capital and the other 
party contributes managerial skill of an 
ordinary nature. First Mechanic’s Bank of 
Trenton v. Commissioner, above, would seem 
to establish separate treatment for cases 
in which one party contributes all the 
capital and the other contributes a special- 
ized type of managerial skill. In spite of 
its neglect, the First Mechanic’s Bank of 
Trenton case announces a sound rule. 


In Estate of R. L. Langer, CCH Dec. 
18,024, 16 TC 41 (1951), the Tax Court 
determined that the decedent, who managed 
a hotel enterprise on a salary plus share-of- 
the-profits basis, must report the share of 
profits as a distributive portion of the part- 
nership’s profits. The government unsuc- 
cessfully contended that the parties to the 
hotel operating agreement could not report 
the income from the venture as a dis- 
tributive share of a partnership income. 
The preamble of the agreement between 
the parties plainly stated that the parties 
were entering into “a profit sharing agree- 
ment in the nature of a joint venture.” Not 
to be overlooked is the fact that the de- 
ceased contributed capital and credit to the 
enterprise. 


A situation converse to those in the cases 
previously discussed was litigated in Edward 
C. James, CCH Dec. 18,253, 16 TC 930 
(1951). There, the taxpayer, sole owner 
of a Venetian blind manufacturing cor- 
poration, held a contract giving him ex- 
clusive rights as an individual to sell the 
corporation’s product. Finding himself in 
need of help, he hired two men to assist 
him in the operation of the sales company. 
One of these men had valuable sales con- 
tacts. After about two years under this 
arrangement, the taxpayer and his two 
assistants entered into a contract which 
purported to establish an equal partnership. 
Under this agreement, the assistants were 
to draw approximately their same com- 
pensation and the remainder of their share 
of the partnership profits was to be credited 
against the $100,000 note which each assist- 
ant gave the taxpayer for his respective 


the meaning of this title, a trust or estate or 
a corporation; and the term ‘partner’ includes 
a member in such a syndicate, group, pool, joint 
venture, or organization.’’ Code Sec. 3797 (a) 
(2). 
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interest in thé partnership. The agreement 
gave the taxpayer full control over the 
partnership business, and, of course, as 
sole stockholder of the manufacturing cor- 
poration, he had power to cancel the con- 
tract between the corporation and the sales 
company. The taxpayer agreed to indem- 
nify the other partners for losses. When 
the partnership dissolved, the two assistants 
released their interest in the business in full 
cancellation of the notes although the busi- 
ness was apparently worth as much then as 
when the agreement was signed. Relying 
principally upon the one-sidedness of the 
arrangement, the Tax Court held that no 
real partnership had been created, and that 
the entire income of the partnership for the 
years involved was taxable to James. The 
sophistication of the plan is apparent from 
the fact that the taxpayer reported the 
amounts, received from his assistants as 
payments on the notes, as receipts from an 
installment sale of an interest in the busi- 
ness and he reported the amount received 
in cancellation of the notes in the same 
manner. The litigation arose from the gov- 
ernment’s insistence that the arrangement 
was a sham to improve the taxpayer’s tax 
position, and for that reason the case is not 
strictly in point with those previously dis- 
cussed; however, the case does have rele- 
vance to the general problem. 


Looking at the problem from the aspect 
of the party who contributes capital to an 
enterprise in return for a share of the profits 
and who is the first to withdraw, two sepa- 


rate problems are involved. If he with- 
draws at a loss, he achieves his best tax 
result by reporting the entire amount as a loss 
from a business venture; but if he is con- 
sidered a partner, he must report this as a 
capital loss, and unless he has capital gains, 
he is at a disadvantage even under the re- 
vised Section 117. If he selis at a gain, he 
achieves his best tax result by being con- 
sidered a partner. Otherwise his gain may 
be ordinary gain if the sale is of the entire 
business. The parties remaining in the 
business will probably have little objection 
to how he reports his gain or loss, since it 
will not materially affect their tax status. 
They are, under any of these conditions, 
purchasers. 


In handling the problem from the view- 
point of the person contributing only capital, 
consideration should be given to Harold M. 
Levy, CCH Dec. 14,632(M), 4 TCM 641 
(1945), and Dorzbach v. Collision, 51-1 ustc 
79107, 93 F. Supp. 935 (DC Del.), aff’d 
52-1 ustc $9263, 195 F. (2d) 69 (CA-3) 
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(the Third Circuit dealt only with the issue 
of interest). In each of these cases the party 
contributing only capital was held to be 
a partner. In the first case, the issue was 
whether the money had been advanced as 
a loan. In the second, one party contrib- 
uted capital to bear interest at the rate 
of 25 per cent of the net profits. The 
Commissioner contended that the 25 per 
cent of net profits was not interest and 
could not be deducted by the business. The 
district court reached the decision that the 
25 per cent of profits was interest and could 
be deducted; and in the alternative held the 
25 per cent of net profits was paid out as 
a distributive share of profits to a partner 
and not includable as income of the original 
operator of the business. Either answer 
gives the same tax result when applied to 
this particular set of facts; but obviously 
the district court reached a contradictory 
conclusion. 


Where the party who has contributed 
only services is held to be a partner, there 
arises the baffling problem of basis. For- 
tunately, the taxpayer usually reports the 
whole amount received upon withdrawal as 
capital gain. If he is a partner, he must 
have a capital interest. If his capital in- 
terest in the net worth of the venture is 
zero, then he can hardly be considered a 
partner. Of course, he may have a capital 
interest the basis of which is zero; but a 
taxpayer in this position may argue that if 
his contribution to the net worth of the 
company was services, some of the value of 
these services has remained in the enter- 
prise constituting a continuingly increasing 
basis for his share of the partnership. An- 
other vexatious and unexplored problem 
would arise in valuing such a basis. 


Whether the party contributing only 
capital wants to be a partner, an employer, 
or a creditor is a matter which should be 
decided at the outset of the enterprise. 
Having reached a decision, the factors of 
control, sharing of net profits against shar- 
ing of gross profits, sharing profits and 
losses, and the nature of the contribution 
of each party should be weighed against 
the nature of the business contemplated. 
Special care should be exercised where the 
principal factor in the business contem- 
plated is personal services. While the fact 
that one party is or is not referred to in an 
agreement as an employee is not determinative, 
the writer recommends a precise statement 
of intention be included in the preamble of 
the contract. [The End] 
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Lawyer's Dilemma Revisited 


By MILTON S. SCHILLER and GEORGE H. P. EIERMAN 


IN A 1946 ARTICLE MR. SCHILLER EXAMINED THE PROBLEM FACING 
PARTNERS WHO WISH TO PROVIDE FOR THEIR WIVES IN THE EVENT 
OF DEATH. THIS ANALYSIS OF CASES SINCE THAT TIME DOES NOT 
‘WARRANT THE CONCLUSION THAT THE DILEMMA HAS BEEN SOLVED 


Ts PROBLEMS facing an attorney 
in trying to provide for his widow with- 
out creating undue hardship on his sur- 
viving partner have been previously examined. 
(Schiller, “The Lawyer’s Dilemma,” Taxes, 
September, 1946, pages 837-847.) 


A and B, law partners, wished to make 


certain provisions for their wives in the- 


event of death. They conducted their busi- 
ness on an equal basis and kept their books 
of account on a cash, calendar-year basis. 
They had among the firm’s assets the origi- 
nal capital contribution of each individual, 
undistributed profits, furniture fixtures, li- 
brary, accounts receivable, work in process 
and good will. 


The specific results desired were (1) that 
the widow of the partner first dying should 
receive annually a sum for a period of a 
certain number of years following the cal- 
endar year in which the death of the partner 
occurred and (2) that this sum should be 
taxable as ordinary income in the hands of 
the widow and should be deductible by the 
surviving partner in ascertaining the amount 
of net income from the business on which 
he would be taxable. 


The analysis then made of the tax aspects 
of an agreement to accomplish these results 
developed the “horns of the dilemma,” that 
is, the “income” and the “purchase” rules. 

One horn of the dilemma is expressed by 
the Court in Bull v. U. S., 35-1 uste J 9346, 
295 U. S. 247, in the following language: 

“Where the effect of the contract is that 
the deceased partner’s estate shall have his 
interest in the business and the surviving 
partners shall acquire it by payments to the 
estate, the transaction is a sale, and the 
payments made to the estate are for the ac- 
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count of the survivors. It results that the 


surviving partners are taxable upon firm 
profits and the estate is not.” 


Thus the so-called “purchase” rule, for 
which the Bull case was cited as authority 
in Estate of George R. Nutter, CCH Dec. 
12,230, 46 BTA 35 (1942) (affirmed on 
other grounds under the name of McClennen, 
Executors v. Commissioner, 42-2 ustc J 10,215, 
131 F. (2d) 165), came into being. 


But, said the Court in another part of the 
same opinion, quoted as authorative in the 
case of Estate of Frederick C. Bellinger, CCH 
Dec. 14,996(M), 5 TCM 90 (1946): 


“.. . the survivors have purchased noth- 
ing belonging to the decedent, who made no 
investment in the business and owned no 
tangible property connected with it. The 
portion of the profits paid his estate was 
therefore, income and not corpus.” 


Thus the so-called “income” rule came 
into being. 


The impact of the Bull case is descibed by 
Rabkin and Johnson in their Federal Income 
Gift and Estate Taxation, Volume 1, pages 
1440-1441 as follows: “Bull v. United States 
... was the first case to clarify the distinction 
between a distribution of income and a pur- 
chase of a partnership interest. Prior to this 
decision it had almost uniformly been held 
that post-death partnership income distributed 
to the estate or legatee of a deceased partner 


- was in the nature of purchase price for the 


decedent’s interest.” 


But, as “The -Lawyer’s Dilemma” dem- 
onstrated, devising a foolproof method 
which would absolutely assure lawyers A’ 
and B that the widow of the first deceased 
would bear the income tax on the agreed 
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Mr. Schiller, formerly an attorney with 
the Tax Court of the United States, is a 


partner in the law firm of Weinberg and | 


Green, Baltimore. Mr. Eierman, lecturer 
in taxation at Loyola College, Baltimore, 
is an associate in the same firm. 


payments, with such payments excluded 
from computation of the survivor’s income, is 
no simple matter. 

Another article published the following 
year in 47 Columbia Law Review 289 (Notes) 
(1947), cited “Dilemma,” and reached the 
same conclusion, namely, that “Legisla- 
tion is essential to remove existing ambiguities 
and hardships imposed by the Treas- 
ury’s assertion of both income and purchase 
theories against the same agreement (Bull 
case). Where no substantial capital is re- 
quired by the enterprise, or when capital 
items are separately accounted for, all pay- 
ments should be taxed as income to the 
estate and the surviving partners permitted 
a deduction of the amounts paid.” 

Without repeating the cases examined 
in “Dilemma” in 1946, it can be said that 
lawyers A and B felt in those days that they 
would have to make the best of an uncertain 
situation. 

Now, some five years later, while it is still 
not possible dogmatically to prescribe the 
perfect agreement, Rabkin and Johnson 
make this statement: “Despite the group 
of post-Bull ‘purchase’ cases, the present tend- 
ency is to accept the ‘income’ theory where 
the post-death income is not a real substi- 
tute for partnership assets to which the 
decedent would otherwise be entitled. This 
is clearly the case in a personal service part- 
nership, where the estate receives the post- 
death income in addition to the decedent’s 
full capital and undrawn earnings to the 
date of death. In the absence of salable 
good will value, a provision in the partner- 
ship agreement requiring such payments 
is in reality nothing more than a type of 
‘mutual insurance’; it is not an agreement 
for the ‘purchase’ of the decedent’s interest.” 
(Page 1443.) 

“Dilemma” left off, in 1946, on the favor- 
able notes of the Coates and Madden cases 
(Coates, CCH Dec. 15,224, 7 TC 125 (1946), 
and Madden, CCH Dec. 15,266 (M), 5 TCM 
559 (1946)) where, in both cases, the Tax 
Court held certain income under partner- 
ship agreements not taxable to the sur- 
viving partners. 

However, in August of 1946, after “Di- 
lemma” was published, the Tax Court de- 
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cided the case of Wilkins v. Commissioner, 
CCH Dec. 15,310, 7 TC 519 (1946), and 
applied the “purchase” rule, admitting that 
the “result is a regrettable one.” This case 
was affirmed on appeal, 47-1 ustc { 9270, 
161 F. (2d) 830. In that case, involving a 
law partnership, payments to deceased part- 
ner’s estate were held to be for the sale of 
his interest. The partnership agreement 
involved in that case provided in part, as 
follows: 


“In case of the death of any partner, the 
partnership shall not be deemed to be dis- 
solved, and the value of such partner’s in- 
terest in the assets and business of the firm 
shall be taken to be a sum equivalent to 
his percentage of one-quarter of the amount 
distributed by this firm and its predecessors 
as net profits during a period of two years 
next preceding the death, the term ‘his 
percentage’ meaning the percentage of profits 
to which he was entitled at the time of his 
death.” 


Further provisions provided that payment 
be made within a year, that the partnership 
be deemed to possess no good will and that 
the partnership could continue to use the 
deceased partner’s name. 


Included in the court’s findings of fact 
were the following: 


“The law firm had no real capital. 
the few assets it had were not 
regarded by the members as items of a capi- 
tal. nature in which they would have an 
interest upon retirement or death. . . . none 
of the partners had ever made a captial 
contribution It has long been the 
custom of the firm, and the understanding of 
all partners, that upon the death or retire- 
ment of a member the surviving partners 
would account to him or his estate for his 
share of the firm’s earnings for services 
rendered, whether billed or not, down to 
the date of his death. That was understood 
to be the only interest of a deceased or 
retiring member.” 

The court in the Wilkins case distinguished 
the Coates case as follows: 

“In no true sense can the transaction 
before us be characterized as the pur- 
chase and sale of a partnership interest. 

“On the other hand, it does not follow that 
the surviving partners are entitled . . . to treat 
. . . payment made to the estate as a distribu- 
tive share of partnership income. The agree- 
ment neither provided nor contemplated that his 
estate should be a partner in the firm, or that 
it should have a share in or percentage of 
partnership profits, as such, for a period of 
years or other fixed time following his 
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death. The payment to which the estate 
was entitled was of a sum certain, payable 
at all events, having no aspects of a dis- 
tributive share of partnership income... . 

For the same reason, our recent decision in... 
Coates ... is distinguishable.” 


The transaction was held “for practical 
purposes . . . equivalent to the acquisition 
of a receivable for cash consideration.” 


Said the court in dirge-like fashion : “Doubt- 
less, under the circumstances of such a case 
as we have before us, that result is a regret- 
table one; but we know of no other way 
under the law as it now exists in which 
the matter may be handled properly.” 


The First Circuit, in affirming, held this 
“was not a clear cut question of law for the 
circuit court, there being a rational basis 
for the decision (in the lower Court).” 


Having extracted the penalty in the Wil- 
kins case for draftsmanship which it refused 
to sanction, and having by its decision in 
this case sharpened the horns of the dilemma, 
the Tax Court has, however, consistently 
thereafter attempted to interpret partner- 
ship agreements of this kind so as to result 
in the application of the “income” rule. 


In 1947, in the case of Remington v. Com- 
missioner, CCH Dec. 15,924, 9 TC (1947), the 
decedent had been an insurance broker, with 
“no investment in the business.” Decedent, at 
the time of his death, had an agreement with 
other brokers whereby he received half of 
the commissions on business which he ar- 
ranged to have placed with them by the 
Statler Hotels. His estate, under the agree- 
ment, was to continue to receive such com- 
missions for six years after his death. 


The widow argued that the amounts re- 
ceived were by devise or inheritance. In 
correspondence with the survivors of the 
agreement, she spoke of “purchase” and 
“sale,” but the court was not impressed by 
the attempts on her part, after her husband’s 
death, to characterize these payments. 


The court pointed out that decedent had 
no investment in the business, that the 
agreement itself and subsequent correspond- 
ence by decedent made no attempt to dispose 
of the business by sale or any other means, 
and there was no proof that the decedent 
could actually have controlled the Statler 
business at the time he died. “If the com- 
missions were not wholly earned by dece- 
dent’s efforts prior to his death, the most 
that can be said is that payments were 
made under agreements not to compete, by 
the decedent himself as to the Statler busi- 
ness . . . . Agreements not to compete give 
use only to ordinary income.” 


Lawyer’s Dilemma Revisited 


The court distinguished the Nutter case 
as “an estate tax case” by citing Coates 
that, “an estate might be taxable on the 
right to receive income acquired as part 
of the estate, and then on that income 
when received.” The court pointed out by 
way of distinction that here “we do not 
have any interest in a business possessed 
of tangible assets” and, found the court, 
“no real intent to sell the business.” 


The court in deciding the Remington case 
did not mention the Wilkins case (above). 


The case of McAfee v. Commissioner, CCH 
Dec. 16,081, 9 TC 720, also decided in 1947, 
followed the Remington case. In the Mc- 
Afee case, a partner in a law firm retired 
under a lengthy agreement which spoke 
of “sale of all right, title and interest 
in and to the firm property and all amounts 
receivable ... .” 


In spite of such language, the court, after 
inspecting the result of the agreement, found 
ordinary income passing to the retired 
partner and not a sale with capital gain. 


The agreement provided for a payment of 
$20,000 to be adjusted, plus or minus, by 
one fourth of all fees received after the re- 
tirement date on work done by the firm up to 
retirement date. 


The court was particularly impressed by 
the fact that the retiring partner’s share of 
fees during the last year of the partnership 
was over $28,000, while his share of tangible 
assets was less than $450, and good will 
was not even mentioned in the agreement. 
Said the court: 


“We must construe the agreement accord- 
ing to its substance and effect, rather than 
its form and appearance.” 


The court in deciding the McAfee case did 
not mention the Wilkins case. 


In 1948 in the case of Boston Safe Deposit 
and Trust Company v. U. S., 48-1 ustc J 9127, 
75 F. Supp. 884, there was an insurance part- 
nership with a pooling arrangement whereby 
specified percentages of joint earnings were 
paid to each partner. An agreement provided 
that upon the death of any partner, executor 
of the deceased could become a partner, 
entitled, for a specified number of years, to 
receive a portion of the percentage of earn- 
ings the deceased was entitled to receive 
at time of death. 


Citing the Bull case as authority, the court 
said: “The right to share in the partnership 
profits was an asset of the Testator’s estate 
and was a part of the corpus of the estate. 
However, the amount actually received from 


819 





the partnership as a share of the profits 
was income to the estate.” 


The court in deciding the Boston Safe De- 
posit case did not mention the Wilkins case. 


Estate of Lowenstein v. Commissioner, CCH 
Dec. 16,946, 12 TC 694 (1949), aff’d 50-2 
ustc 9372, 183 F. (2d) 172 (CA-5), dealt 
with a mercantile partnership where, by 
agreement, the partnership was to continue 
for one year after the death of a partner, at 
the end of which time the surviving 
partners were to purchase the decedent’s in- 
terest on the basis of his “stock” and “per- 
sonal” accounts. There was no doubt in 
the court’s mind but that the estate’s por- 
tion of the income for the year was taxable 
as income to the estate. The court pointed 
out as conclusive proof, the further provi- 
sion in the agreement that the surviving 
partners were to purchase the estate’s in- 
terest at the end of the year at its book 
value at that time. 


While such a plan has considerable merit, 
it must be remembered that here was a 
mercantile business with substantial inven- 
tories (over $700,000 at time of decedent’s 
death). The estate, as a partner, had a great 
deal at risk, an investment upon which 
income could well be earned. Such plan 
might not be available to a law partnership 
not in the same risk position. 


The court in deciding the Lowenstein 
case did not mention the Wilkins case. 


Another encouraging case of 1949 was 
Sidney Hess v. Commissioner, CCH Dec. 
16,967, 12 TC 773 (1949). Here, the term 
“in the nature of a mutual insurance plan, the 
disadvantage of which each partner was 
willing to accept in consideration of a simi- 
lar commitment for his benefit on the part 
of all other partners” has been borrowed 
from the Coates case (above). 


In the Hess case, where there was a part- 
nership of manufacturer’s representatives, 
the court looked searchingly into the entire 
background of the agreement and found that 
since there was one provision for the pay- 
ment for the deceased partner’s interest 
based on an independent audit, and a further 
separate provision to pay the widow $100 to 
$250 per month, as the surviving partner 
deemed practicable in accordance with busi- 
ness conditions, as long as the widow lived 
or as long as he operated the business in 
substantially the same manner as at the time 
of the deceased partner’s death, such further 
payment was income to the widow under 
something in the nature of a mutual insur- 
ance plan. The court found that “no sub- 
stantial meaning could be attached to fact 
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that this further provision was stated to be 
for use of the business name.” 

In considering all factors, the court noted 
favorably that the probate court had not 
included the payments in the estate. 


Possibly the most significant statement , 
in the opinion is “nothing remained of the 
interest of the deceased partner which 
petitioner could or did purchase by the pay- 
ments to widow.” The completely inde- 
pendent provision for the deceased partner’s 
interest based on an independent audit, in 


this case, apparently overcame other lan- 
guage to the effect that the payments to the 
widow might have been for the use of the 


business name. Three judges dissented on 
this very point, however. The court in de- 
ciding the Hess case did not mention the Wil- 
kins case. Even the dissenting judges on 
the Hess case did not rely on the Wilkins 
case. 

In the recent case of Courtland Smith v. 
Commissioner, CCH Dec. 17,989 (M), 9 TCM 
1084 (1950), an advertising business part- 
nership agreement provided that “ ‘upon 
the death or withdrawal of any partner 
such withdrawing partner, or the estate of 
any deceased partner, shall be entitled to 
such proportion of the value of the net 
assets of the business as the partner’s actual 
contribution of capital bears to the aggregate 
capital contributed by all parties . . . no value 
for good will . . . proper provisions shall 
be made for any outstanding or contingent 
liability. . His estate shall also be en- 
titled to receive monthly for six (6) months 
a sum equal to the monthly advance payable 
to the deceased partner prior to his death.’” 


The report of the case made no reference 
to the amount paid for the deceased part- 
ner’s shares of the assets, but the monthly 
draw was approximately $1,700. 

Citing the Hess case (above) at length as 
authority and also the Coates, Bull and Rem- 
ington cases (above) as well as Gussie K. 
Barth, CCH Dec. 9590, 35 BTA 546, and 
Richard P. Hollowell, CCH Dec. 10,551, 39 
BTA 50 (both discussed at length in the 
“Dilemma” article of 1946), the court bluntly 
told the Commissioner that the issue was not 
one of lack of ordinary and necessary busi- 
ness expense, as he unexplainably claims, 
but one of payments to widows in the “na- 
ture of a mutual insurance plan” and taxable 
as income to the estate. 

An analysis of these cases does not war- 
rant the conclusion that the lawyer’s dilemma 
has been solved. However, the trend, after 

(Continued on page 827) 
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A New Approach 


to Buy-and-Sell Agreements 


By JOHN ALAN APPLEMAN 


BY FOLLOWING THE AUTHOR'S FORMULA, NEITHER PARTNER 
WILL REAP AN UNEXPECTED WINDFALL AT THE EXPENSE OF 
THE OTHER PARTNER'S ESTATE. THIS ARTICLE IS REPRINTED 
FROM THE MAY, 1952 ISSUE OF THE INSURANCE SALESMAN 


HERE has been considerable confusion 

among novices dealing with estate 
analysis as to the creation of buy-and-sell 
agreements involving cross-insurance. Often, 
such agreements have resulted in manifest 
inequities which have led to frequent criti- 
cism and even condemnation of all such 
contracts. Neither the usual approach to 


these agreements nor the condemnation can. 


be entirely justified. In both instances, 
considerable loose thinking is apparent. 


No buy-and-sell agreement can be “boiler 
plate” material. Each must be tailored to 
fit the occasion, the individuals and the 
circumstances presented. For this reason, 
I will not attempt to lay down any pattern 
of procedure as crystallized for application 
in all cases, but I do want to stimulate more 
accurate thinking upon the proposition. If 
the essentials or basic processes are under- 
stood, then such reasoning can be carried 
over from case to case to avoid present 
confusion. 


For the purposes of this discussion, there- 
fore, we will consider the simplest form of 
partnership—a clothing store composed of 
partners A and B with a present worth, 
fixed by considering inventory and book 
values in combination with net annual in- 
come and good will, of $80,000. 


Now, obviously, B could insure A’s life in 
the amount of $40,000 with the expectation 
of using the policy proceeds to purchase A’s 
interest from A’s estate. If A should die 
prematurely, B’s gamble will pay off. But 
it should be recognized that B is merely 
gambling. Normally A will achieve his life 
expectancy so that B receives back, upon 
A’s death, merely the premiums paid plus 
interest, minus the cost of insurance pro- 
tection. If all such B’s were successful 
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in like gambles, insurance companies would 
go out of business. Mortality tables and 
experience show that B normally will not 
profit from such procedure. 


The cross-insurance plan is devised to 
provide available cash funds to purchase a 
deceased partner’s interest. It is designed 
to take the gamble out of the transaction 
and to achieve perfect fairness between the 
partners. It is because of the inequities 
resulting from present plans that we must 
examine existing techniques. 


Normally, one recommending a plan in 
the hypothetical case proposed would rea- 
son as follows: Each interest is worth 
$40,000. Therefore, A and B will each 
purchase $40,000 of insurance upon the life 
of each other. Now, if A dies prematurely, 
his estate receives only $40,000 less the 
difference between the premiums paid on 
the policy on B’s life and the cash sur- 
render value of that policy. B, on the other 
hand, receives a business worth $80,000 
minus the premiums expended by him to 
carry the life insurance policy upon A. 
Obviously, then, we have not resolved the 
inequities and must devise a different and 
better plan. 


Problem of Valuation 


In attacking this problem, the first and 
primary question to be resolved is: How 
shall this business be valued? 

Usually this can be answered only as to 
its value at the present time. The fairest 
present valuation would be twice the sum at 
which A and B would be willing to either 
buy or sell his interest, arriving at a point 
where either would take such step reluc- 
tantly, a state of equipoise. The purchasing 
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Mr. Appleman, a member of the Urbana, Illi- 
nois bar, is also a partner in the Chicago 
law firm of McKinley, Price and Appleman 


partner would have to consider that it 
would thereafter be a one-man business. 


This has important connotations. Both 
A and B are of value to the business. Each 
has a certain following of friends who 
would, perhaps, patronize a different estab- 
lishment if their friend were no longer 
connected with the partnership. The sound 
business judgment of each, in buying mer- 
chandise, reducing inventory, and perform- 
ing other acts, is of value. The labors 
performed and services rendered benefit the 
partnership. The total value of each part- 
ner to the business annually is equivalent 
to half the earnings of the partnership, if 
both partners are equally valuable. 


Now deprive the partnership of one of 
those partners, by reason of death, and a 
transition occurs. The survivor may retain 
some of the following of the deceased part- 
ner, but he will lose some customers. He is 
deprived of the sagacious counsel of the 
decedent. He must hire others to perform 
services equivalent to those performed by 
the decedent. If the decedent were actually 
the brains of the organization, the survivor 
may manage the firm into bankruptcy. 


But, in no event, unless the decedent had 
been a dead weight, will the business ever 
be worth the full value of both partnership 
shares to the survivor, nor will his net in- 
come be double the former amount previ- 
ously received:-by him alone. 


Value Levels Off 


This is important. Assuming both part- 
ners have ability, the value of the partner- 
ship in question will not be $80,000 to B 
upon A’s death. Nor will it be worth 
merely $40,000. B’s income will be greater 
than before, and the store valuation will be 
greater than that of his former partnership 
share. One will more normally find such 
value, based upon future net worth as predi- 


cated upon net earnings of the survivor, tend- 
ing to level off around $60,000 to $65,000. 


There is no accurate measuring stick with 
which to make this determination. It is a 
figure upon which reasonable men may 
differ. One must consider all aspects, and 
partners must talk fully and frankly to- 
gether to arrive at a fair determination. 

By following the principles I’m going to 
discuss, neither partner will be cheated, and 
there will be no inducement for either to 
strive for an artificial figure unless there is 
a grave disproportion in ages or conditions 
of health. As stated before, one would con- 
sider the value of all physical properties 
with earnings, the latter representing good 
will, and check this result by a figure re- 
sulting from doubling the price at which 
either partner would sell his interest or buy 
the interest of the other. 


Assume after these computations have 
been made that the partners arrive at a 
figure of $67,500 as representing the present 
value of the business as a one-man enter- 
prise. This, then, becomes the “base” 
figure with which we must work. 


Usually it is impossible to predict events 
in the future—as to whether the business 
will appreciate or depreciate in value. 
There are too many unknowns which can- 
not be evaluated properly. So we must 
take the base figure as representing present 
physical properties and nonphysical values, 
and provide a scale for addition or subtrac- 
tion to or from that figure as of the date 
of A’s or B’s death. This may be termed 
an “open-end” valuation. 


The simplest way to accomplish this is 
to provide that such base figure shall be 
affected only by physical changes in the 
business as reflected by the book value of 
assets and liabilities. In other words, if 
the present book value exceeds liabilities 
by $35,000—but upon A’s death the equiva- 
lent figure is $45,000—then the sale price 
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to B becomes $77,500, the “metaphysical” 
asset ‘basis being considered as final. If 
such excess drops by $15,000 by the time 
of A’s death, the purchase price is reduced 
to that extent. 


Option Basis Not Sound 


It must be recognized that a sound plan 
following equitable principles cannot be 
upon an “option” basis. It must be obliga- 
tory. The only sound method is by an 
escrow or trust technique, with the neces- 
sary documents and insurance policies held 
by a disinterested third person charged 
with securing performance of the mutual 
covenants. There must be no arguments 
for the surviving partner and administrator, 
either to embarrass the estate financially or 
to hamper the operations of the survivor. 


It is quite obvious that in the normal 
situation the survivor would fare better 
than would the decedent’s estate. Let us 
take our hypothetical case. The survivor 
would wind up with a business worth, to 
him, $67,500. Ah yes, you say, but his in- 
terest was formerly worth $40,000 so he has 
gained only $27,500. Consider, however, 


the decedent’s estate. It has received only. 


$40,000 if that was fixed as the sale price of 
his interest. And, even if the survivor’s 
profit is reduced by the premiums he paid, 
the decedent also paid premiums and these 
may far exceed the cash surrender value of 
the policy still owned by his estate. 


It is apparent that the ordinary ap- 
proaches offer only a haphazard solution to 
purchases and sales of this character. The 
degree of fairness or unfairness may vary 
widely, depending upon the date of death 
of the first to die. It seems far better to 
take the entire gamble out of the situation 
so that neither partner will reap an unex- 
pected windfall at the expense of the other 
partner’s estate. We proceed to do so in 
the following manner: 

Considering $67,500 as the base value, 
each partner insures the life of the other 
partner in that amount and deposits such 
policies in trust with a properly executed 
buy-and-sell agreement and other necessary 
documents. Thereafter each pays the pre- 
miums upon the policy carried by him. 
Now the agreement differs markedly from 
the usual agreement. It provides for 
fluctuations in valuation as previously dis- 
cussed. But, assuming that the value re- 
mains unchanged, it would provide as 
follows, in the event of A’s death before B’s: 


B would pay over the $67,500 of insur- 
ance to A’s estate, in return for uncondi- 
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tional ownership of the business, subject to 
certain adjustments. From the proceeds of 
the insurance, B will be reimbursed for one 
half of the net premiums paid upon A’s 
policy, plus simple interest at the rate of 5 
per cent per annum from the date each 
premium payment was made. This means 
that A’s estate and B are each sharing 
equally the cost of the policy which made 
the purchase possible. It leaves B a busi- 
ness worth $67,500 minus one half the cost 
of such premiums. It gives A’s estate 
$67,500 minus one half the cost of such 
premiums. Neither has profited at the ex- 
pense of the other. 


But, hold on a moment, you say? What 
about the policy on B’s life? Ah, yes, the 
agreement takes care of that. It provides 
that the cost of carrying such policy shall 
be computed in the same manner as that of 
the other policy, with simple interest at 5 
per cent per annum from the date of pre- 
mium payments. The resulting figure gives 
us the cost of acquisition of such policy. 
The contract provides that this policy may 
be surrendered for its cash value. The 
difference, or loss, represents the cost of 
the insurance feature. 


B must reimburse the estate for one half 
this net cost. In actual operation, this sum 
is usually applied as an offset against the 
cost of the policy carried by B on A’s life, 
the older partner usually dying first and 
the cost of those premiums being larger. 


Now, the agreement further provides that 
B may, by paying the sum mentioned (one 
half the net cost) plus the entire cash sur- 
render value of such policy to A’s estate, 
receive an assignment. of the _ policy. 
Whether or not he does so is optional and 
is immaterial to the equities of the case. 


It will readily be seen that all speculation 
is taken out of such an agreement. If one 
partner dies prematurely, the survivor is 
not benefited abnormally. Both he and the 
decedent’s estate share benefits and detri- 
ments equally. The computations are sim- 
ple to make and the agreement, if properly 
drawn, should be unambiguous. Certainly 
the life underwriter should not complain of 
this approach, as it results in the sales of 
larger policies than where an agreement is 
predicated merely upon the value of a one- 


. half interest. 


Now this leaves the situations of enhance- 
ment or reduction in valuations to be con- 
sidered. In the event the partnership has 
increased in value prior to A’s death, there 
are no complexities. The agreement merely 
provides that B shall dig down into his 
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jeans and pay A’s estate an additional 
amount in cash equal to one half the amount 
of such increase. This is obviously fair 
and produces no arguments. If B is finan- 
cially unable to come up with such amount 
in cash, in all cases except one of a most 
abnormal increase in value, a bank loan 
could easily be arranged. Otherwise, credit 
could be extended by the estate, assuming 
that the attorneys for such partners had 
the foresight to grant the personal repre- 
sentative adequate powers for this purpose. 


Shrinkage in value presents only a 
slightly more complicated arrangement. 
The same method of computation is fol- 
lowed—including the credits of full premium 
payments. But the excess of insurance over 





“Today our financial system is more 
soundly based than ever before. This is 
one of the reasons why our people can 
have a firm belief in the Nation’s eco- 
nomic strength. We have far greater in- 
dustrial capacity and industrial production 
than ever before. Our farms are produc- 
ing food, fibre and livestock in quantities 
that were thought impossible a decade 
ago. The level of personal incomes after 
taxes, and in terms of real purchasing 
power, is higher now than ever before. 
Business and industry have been more 
willing in recent years than ever before 
to risk their capital in building for the 
future. During the years following 
World War II, up to Korea, total new 
capital investment in this country was 
nearly $100 billion. And there has been 
a further great expansion in private 
capital outlays since the beginning of the 
United Nations defense of Korea. 


“We are not living in a static economy. 
We are living in one which is force- 
fully productive and dynamic. The popu- 
lation of this country is growing rapidly. 
Last year alone, our population increased 
by 2,700,000 people. This is the equivalent 
to bringing into our domestic markets in one 
year the people of a new state the size of 
Iowa, Florida or Louisiana. Population 
experts predict that our population will con- 
tinue to grow at an unprecedented pace 
during the years that lie ahead. 


“It is obvious to us all that these 
people will require more food, more 
housing, more clothing, more transporta- 
tion, and all of the other goods and 
services that help to maintain and im- 
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the purchase price of the business is merely 
divided equally between the surviving part- 
ner and the estate. 


Some will bemoan, alas, that we have 
removed the element of chance from the 
buy-and-sell agreement, the possibility of 
premature death of one’s partner, the wish- 
ful thinking that he, and not you, will be 
the one first to succumb to life’s frailties. 
But, one may well ask, what right has any- 
one to wager with the funds of his widow 
and children? It is they, and not the 
decedent, who suffer the loss upon a losing 
gamble. It seems far sounder to use a 
simple, equitable plan under which both 
parties are treated with equal fairness. 


[The End] 


prove America’s high standard of living. 
I am not engaging in a long-range eco- 
nomic forecast. That is very hazardous, 
because the spectre of war will loom 
before us as long as the forces of Com- 
munism are abroad in the world, and 
because on one can gauge with absolute 
certainty the proper combination of cir- 
cumstances under which a nation grows 
and becomes more prosperous. 


“But I do emphasize our increasing 
population and our increasing pace of 
scientific discovery and improved indus- 
trial techniques for greater production. 
These can enable this country to realize 
its fullest economic and social potentials. 
These provide strong support for busi- 
ness activity, as well as opportunities for 
new capital investment and the use of bank 
credit in the years that lie ahead. 


“No thoughtful person today would 
disregard the vistas on the horizon of 
new and even fuller days to come. The 
progress this Nation has achieved thus 
far since the end of World War II, and 
the world leadership which our country 
provides, have become a reality because 
the people of this Nation are willing to 
face and act upon national and inter- 
national realities. They are willing to 
support programs of effective and direct 
action to assure the survival and growth 
of this country and the democracy it 
represents. In this lies the decisive force 
of representative government and of 
American enterprise.”—Secretary of the 
Treasury John W. Snyder before a seminar 
of the School of Banking of the Univer- 
sity of Wisconsin, August 25, 1952. 
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Peck and Company, Inc. v. Lowe 


How Far Does Export Tax 
Immunity Extend? 


Tax Classics e e by Robert S. Holzman 


“N OT that which goeth into the mouth 
defileth a man; but that which com- 
eth out of the mouth, this defileth a man.”? 
When it comes to foreign commerce, how- 
ever, that which goes out is treated in far 
kindlier manner than that which comes in. 
Exports, unlike imports, are exempt from 
tax; so says the Constitution? But how 
far does this tax immunity extend? 


William E. Peck and Company, Inc., was 
engaged in buying goods in the United 
States and selling this merchandise to for- 
eigners abroad. Deliveries were made to 
customers across the brine. “As a domestic 


corporation,” declared the Commissioner, . 


“you are responsible for income tax upon 
your earnings, wherever derived.” ‘“Hap- 
pily you are in error,” replied the corpora- 
tion, “for our income is all from exports, 
and you, of all people, should know what 
the Constitution says about the sanctity of 
exports. A tax on income derived from the 
profitable sale of exportable articles is a 
tax on the articles so exported, and a gov- 
ernmental burden which affects in any way 
the process of exportation is unconstitu- 
tional and void.” “Income or profit pre- 
supposes a successfully completed transport,” 
retorted the Commissioner. “It is no part 
of the act of exportation (though it may be 
said to be a result of it), and after export 
come profits—as well as the concomitant 
taxes.” 


On May 20, 1918, Mr. Justice Van De- 
vanter delivered the opinion of the Supreme 
Court?’ 


“The tax was levied under the Act of 
October 3, 1913, . . . which provided for 


1 Matthew 15:11. 

2‘‘No Tax or Duty shall be laid on Articles 
exported from any State.’’ Art. I, Sec. 9. 
“This is the only prohibition in the Constitution 
upon the taxing power of Congress. . . This 
provision was demanded by the Carolinas and 
Georgia. They waived their objections to taxes 
on imports in consideration of this clause.’’ 
Thomas James Norton, The Constitution of the 
United States, Its Sources and Its Application 
(Cleveland, The World Publishing Company, 
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annually subjecting every domestic: corpo- 
ration to the payment of a tax of a specified 
per centum of its ‘entire net income arising 
or accruing from all sources during the 
preceding calendar year’. Certain fraternal 
and other corporations, as also income from 
certain enumerated sources, were specifi- 
cally excepted, but none of the exceptions 
included the plaintiff or any part of its 
income. So, tested merely by the terms 
of the act, the tax collected from the plain- 
tiff was rightly computed on its total net 
income. But as the act obviously could not 
impose a tax forbidden by the Constitution, 
we proceed to consider whether the tax, or 
rather the part in question, was forbidden 
by the constitutional provision on which 
the plaintiff relies. 


“The Sixteenth Amendment, although re- 
ferred to in argument, has no real bearing 
and may be put out of view. As pointed 
out in recent decisions, it does not extend 
the taxing power to new or excepted sub- 
jects, but merely removes all occasion, 
which otherwise might exist, for an appor- 
tionment among the States of taxes laid on 
Income, whether to be derived from one 
source or another.... 


“The Constitution broadly empowers Con- 
gress not only ‘to lay and collect taxes, 
duties, imposts and excises’, but also ‘to 
regulate commerce with foreign nations’. 
So, if the prohibitory clause invoked by the 
plaintiff be not in the way, Congress un- 
doubtedly has power to lay and collect such 
a tax as is here in question. That clause 
says ‘No tax or duty shall be laid on arti- 
cles exported from uny State.’ Of course it 


1940), p. 87. ‘‘I don’t know of a single foreign 
product that enters this country untaxed except 


*the answer to prayer.’’ Samuel Clemens, ‘‘When 


in Doubt, Tell the Truth,’’ Mark Twain’s 
Speeches (New York, Harper & Brothers, 1923), 
p. 293. ‘‘We do not derive our ability from 
abroad to pay taxes.’’ Henry Clay in The Clay 
Code; or, Text-Book of Eloquence (New York, 
C. Shephard, 1844), p. 90. ; 

3 William EH. Reck & Company, Inc. v. Lowe, 
1 ustc { 16, 247 U. S. 165 (1918). 
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qualifies and restricts the power to tax as 
broadly conferred. But to what extent? 
The decisions of this court answer that it 
excepts from the range of that power arti- 
cles in course of exportation .... 


“The tax in question is unlike any of 
those heretofore condemned. It is not laid 
on articles in course of exportation or on 
anything which inherently or by the usages 
of commerce is embraced in exportation or 
any of its processes. On the contrary, it is 
an income tax laid generally on net income. 
And while it cannot be applied to any in- 
come which Congress has no power to 
tax ... it is both nominally and actually 
a general tax. It is not laid on income 
from exportation because of its source, or 
in a discriminative way, but just as it is 
laid on other income. The words of the 
Act are ‘net income arising or accruing from 
all sources’, There is no discrimination. 
At most, exportation is affected only indi- 
rectly and remotely. The tax is levied after 
exportation is completed, after all expenses 
are paid and losses adjusted, and after the 
recipient of the income is free to use it as 
he chooses. Thus what is taxed—the net 
income—is as far removed from exporta- 
tion as are articles intended for export 
before the exportation begins. If articles 
manufactured and intended for export are 
subject to taxation under general laws up 
to the time they are put in course of expor- 
tation, as we have seen they are, the con- 
clusion is unavoidable that the net income 
from the venture when completed, that is to 
say after the exportation and sale are fully 
consummated, is likewise subject to taxa- 
tion under general laws. In that respect 
the status of the income is not different 
from that of the exported articles prior to 
the exportation.” 


A “TAX on net income from an export- 
ing business is not a tax on exports, 


Peck & Co. v. Lowe... .”* “It is per- 
haps unfortunate that the Court did not 
take the occasion offered by this case to 
give the Sixteenth Amendment a liberal 
and natural construction by upholding the 
tax on the theory that under that amend- 
ment Congress has the power to tax income 
regardless of source.” *® 


* Thomas Reed Powell, ‘‘Constitutional Aspects 
of Federal Income Taxation,’ The Federal In- 
come Tax (New York, Columbia University 
Press, 1921), p. 58n. 

5 Charles L. B. Lowndes, ‘‘Spurious Concepts 
of the Constitutional Law of Takation,’’ Harvard 
Law Review, February, 1934, p. 652. 
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A company exported goods from the 
United States for sale in foreign countries. 
“In the light of the decision in Peck & Co. 
v. Lowe . [the exporter] in its brief 
has abandoned its attack on these taxes as 
in violation of this provision of the Con- 
stitution. It now concentrates its attack 
upon the law on the ground that, as inter- 
preted by the Attorney General ... and 
as enforced by the Treasury it deprives the 

. . [exporter] of property without due 
process of law in violation of the Fifth 
Amendment, because it imposes upon the 

[exporter’s] business discriminatory 
and unequal burdens which are not im- 
posed upon foreign corporations similarly 
situated .... There is, as it is now con- 
ceded, no question as to the power of 
Congress to tax the net income of domestic 
corporations derived from the export busi- 
ness. The question as to how far it is wise 
and proper to extend our taxing laws to 
foreign corporations that manufacture or 
acquire goods in this country, and sell 
them abroad, involves many economic and 
political considerations. These are peculiarly 
within the province of Congress, not the 
courts.” ° 


In the case of domestic corporations that 
purchased and manufactured goods in the 
United States for sale abroad, Mr. Chief 
Justice Taft declared: ‘Their objection to 
the taxes was that they were sub- 
jected to a tax on all of their net incomes, 
including profits made by them in the sale 
of their goods abroad, while foreign cor- 
porations engaged in the same business of 
buying and manufacturing goods in this 
country and selling them abroad were not 
taxed upon their whole net incomes but 
were exempted from a tax on all or a part 
of it. Another objection to the tax was that 
the tax ... was a tax on exports. That 
was disposed of . . . by reference to the 
case of Peck & Co. v. Lowe .... The 
injustice thought to be worked upon domes- 
tic corporations engaged in sales abroad 
by a different classification for purposes of 
taxation of foreign corporations similarly 
engaged is an argument, not for the con- 
stitutional invalidity of the law before a 
court, but for its repeal before Congress.” ' 


The plain fact is that foreign corporations 
need not be on the same income tax basis 


6 National Paper & Type Company v. Edwards, 
292 F. 633 (DC N. Y., 1923), app. dism’d 266 
U. S. 122 (1924). 

7 Barclay & Company, Inc. v. Edwards, 1 ustc 
7 120, 267 U. S. 442 (1925). 
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as domestic companies. “Congress has the 
power to make a distinction between Porto 
Rico and Philippian Islands corporations 
and purely domestic corporations and to 
legislate differently for them. The 

. . contention made by ... [this domes- 
tic corporation], that the tax imposed upon 
it directly burdened its exportation business 
in violation of paragraph 5, section 9, art. 1, 
of the Constitution of the United States, 
is fully disposed of by the decisions in 
Peck & Co. v. Lowe . . . .”* and subse- 
quent cases. 


HE COMMISSIONER could tax ex- 

port subsidies, because there was no 
burden upon exporting as such. “It cen 
tainly strains the meaning of the words to 
say that such payments are not derived 
from sources within the United States. 
They are received from the United States 
Treasury, and every act which the exporter 
must do to become entitled to the subsidy 
is done in this country. . It may be 
that if the attention of Congress had been 
directed to the precise issue ... a provi- 
sion would have been inserted to the effect 


that export subsidies payable under existing - 


laws should not be treated as income from 
sources within the United States; but of 
this we cannot be sure.” ® 


An exporter could not avoid the federal 
excise tax on sporting goods where title 
passed on delivery to the carrier in this 
country. Declared Mr. Justice Holmes: 
“The fact that the law under which the 
tax was imposed was a general law touch- 
ing all sales of the class, and not aimed 
specially at exports, would not help the 
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. . . [government] if in this case the tax 
was ‘laid on articles exported from any 
State’, because that is forbidden by the 
Constitution. Articles in course of 
transportation cannot be taxed. William E. 
Peck & Co. v. Lowe .... The very act 
that passed the title and that would have 
incurred the tax had the transaction been 
domestic, committed the goods to the car- 
rier that was to take them across the sea, 
for the purpose of export and with the 
direction to the foreign port upon the goods. 
The expected and accomplished effect of 
the act was to start them for that port.” ” 


Similarly, a federal excise tax upon manu- 
facturers of cigarettes was valid even as 
to the “butts” that were to be exported. 
“The tax in question applies uniformly to 
manufacturers of cigarettes whether the 
products be sold for domestic consumption 
or export. It is, we hold, a plain occupa- 
tional tax imposed upon the manufacturer 
or place of sale of the manufactured prod- 
ucts. Being measured by sales in the pre- 
ceding year, it is imposed before sales are 
made in the taxable year, that is, before 
‘exportation’. Being in a true sense an 
‘ordinary’ tax, it affects sales of cigarettes 
only after the tax for manufacturing them 
has, like local taxes, been paid. Thus it 
affects exportation only indirectly and, we 
think, is too remote to be regarded as a 
tax on exports.” ” 


“An English lady on the Rhine hearing 
a German speaking of her party as foreign- 
ers, exclaimed, ‘No, we are not foreigners, 
we are English; it is you that are foreign- 
ers.’” ” The moment when exports change 
their character is not always obvious. 
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the “regrettable” decision in the Wilkins 
case (which the Tax Court has seemingly 
deprived of much of its vitality, whether 
intentionally or not, through its failure to 
cite in later decisions), has been uniformly 
favorable to the theory of taxable income 
to the widow. The “mutual insurance” 
theory stated in the Coates case and re- 


peated recently in the Courtland Smith and° 


8 Neuss, Hesslein & Company, Inc. v. Edwards, 
24 F. (2d) 989 (DC N. Y., 1928), aff’d 1 vustc 
{| 360, 30 F. (2d) 620 (CCA-2, 1929). 

°G. A. Stafford & Company, Inc. v. Pedrick, 
48-2 ustc { 5928, 171 F. (2d) 42 (CA-2). 

2A, G. Spalding ¢& Brothers v. Edwards, 
1 ustc { 76, 262 U. S. 66 (1923). 


Tax Classics 


Sidney Hess cases appears to be in the 
ascendency. Nevertheless, there can be no 
substitution for extremely careful drafts- 
manship. The vigilance recommended in 
“The Lawyer’s Dilemma” in 1946 and the 
careful adaptation of the suggested form of 
agreement to particular situations still con- 
stitute the primary responsibility of the 
draftsman. [The End] 


1 Liggett & Myers Tobacco Company, Inc. v. 
U. 8., 35-1 ustc § 9201, 77 F. (2d) 65 (CCA-3). 

22 Ralph Waldo Emerson, English Traits 
(Boston, Phillips, Sampson and Company, 1856), 
p. 151. 
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American v. Canadian Structure 


Mr. Perry says that capital gains taxa- 
tion is the hottest issue in Canadian 
taxation today. 


The National Tax Association recently 
held its Forty-fifth Annual Conference in 
Toronto, Canada. Of the many interesting 
papers presented, a representative of CCH 
Canadian Limited has forwarded to us that 
of J. Harvey Perry, Director of Research, 
Canadian Tax Foundation. Excerpts from 
the paper follow: 


My subject is the federal, provincial and 
municipal tax structure in Canada. 


There is one hoary notion that I should 
dispel at the outset—we pay no taxes to 
the British Crown! May I hasten to add 
that we do pay taxes, and very heavy ones 
too. In order of their importance as sources 
of revenue we have a federal corporation 
income tax, a personal income tax, a manu- 
facturers’ sales tax, duties and taxes on 
tobacco and liquor, excise taxes on a broad 
range of consumer goods such as cars, 
radios, electrical appliances, cosmetics, can- 
dies, soft drinks, luggage, jewelry, and so 
on, death duties, and of course the tariff, 
which should be placed somewhat higher 
as a revenue source. For the first time, this 
year we also have old-age security taxes. 


The presence of the general manufacturers’ 
sales tax in our federal structure gives a 
different relationship of direct and indirect 
taxation than is found in yours. For the 
current fiscal year, for example, of federal 
revenues of $4.5 billion in Canada, 34 per 
cent will come from indirect taxation, com- 
pared with only 13 per cent of the $78 billion 
your federal government expects to collect. 
Alternatively, direct taxes will account for 
77 per cent of your revenues, but for only 
58 per cent of ours. 


A few specific comparisons will serve to 
give an idea of the weight of some of our 
federal taxes in terms of yours. Our per- 
sonal income tax is somewhat less severe, 
except that the privilege of income-splitting 
gives your married taxpayers a distinct ad- 
vantage. Nor do we go as low in the income 





scale, since our exemptions are $1,000 for 
single persons and $2,000 for married, com- 
pared with your exemptions of $600 and 
$1,200 respectively. 

Our federal corporation income tax is 
comparable to yours, excluding your excess 
profits levy. A rate of 20 per cent applies 
on the first $15,000, and a 50 per cent rate 
applies on the excess, compared with an 
American tax of 30 per cent on the first 
$25,000 and 50 per cent on the excess. 


The manufacturers’ general sales tax, 
which has no counterpart in your system, 
for the moment I will describe as being at 
a 10 per cent rate. The Canadian duties on 
liquor are somewhat lower than yours, but 
our tobacco taxes are very much higher. 
Our total federal levy on a package of 20 
cigarettes is about 23 cents, or nearly three 
times your federal levy of eight cents for 
the same pack. The special excise taxes on 
cars, radios, etc., in Canada are mostly at 
a 15 per cent rate. The more significant 
items in the American list are taxed at 10 
per cent. You do have some 20 per cent 
rates at the retail level, where ours are 
15 at the manufacturers’ level, but any 
balance in our favor on this score is prob- 
ably offset by the fact that all these items 
are subject to the general 10 per cent sales 
tax in addition to the special excise. 

It is difficult to compare the level of death 
duties, but certainly in the lower brackets 
your relatively high federal exemption and 
the privilege of deducting up to half the 
estate when left to the wife probably reduces 
the actual duties below ours on the medium- 
sized and smaller estates. 

To round out the federal structure I 
should add that special taxes were intro- 
duced this year for financing the cost of 
paying old-age pensions of $40 a month to 
every one 70 years of age or over. Concur- 
rently with the payment of the first pensions 
on January 1 last, an additional rate of 2 
per cent was levied on corporation profits 
and 2 per cent of the 10 per cent rate of 
general sales tax was earmarked for this 
purpose. An additional personal income tax 
of 2 per cent of taxable income, but not to 
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exceed a total tax of $60 annually, was intro- 
duced at midyear. For 1952 the maximum 
tax is to be $30. This general scheme be- 
came known as the 2-2-2 formula, which, 
considering the relative ease with which the 
Minister of Finance was able to sell it to the 
public, seems to be an ingenious and re- 
markably literal application of the ancient 
technique of railroading. 


Stepping down to the provincial and muni- 
cipal level, the major provincial sources 
today are motor vehicle licenses, gasoline 
taxes, liquor revenues, sales taxes, amuse- 
ment taxes, taxes on cigarettes and meals, 
and severance taxes on natural resources— 
we call them stumpage dues, rentals, royal- 
ties, etc. 


The taxation of real property has been 
almost completely turned over to the munic- 
ipalities. The property tax is today, in Can- 
ada as elsewhere, the backbone of local 
finances, although there are important rev- 
enues derived from municipal business taxes 
and, from municipal public utilities. 


To give a few details of provincial levies, 
I will mention that gasoline taxes now vary 


from nine cents a gallon in Manitoba to 15 


cents a gallon in Nova Scotia—remember 
that our gallon is about 20 per cent larger 
than yours. In Ontario and Quebec, the 
most populous provinces, the rates are 11 
cents and 13 cents respectively. The retail 
sales tax has as yet been adopted by only 
half the provinces. The rates levied by 
each are 2 per cent in Quebec; 3 per cent 
in Newfoundland, Saskatchewan and British 
Columbia, and 4 per cent in New Brunswick. 
Nearly all provinces have amusement taxes, 
with rates varying from 10 to 25 per cent. 


The business tax is now in general use 
throughout Canada, and is based on some 
aspect—property assessment, rental value, 
floor space, etc.—of the premises occupied. 
The personal property tax is relatively un- 
important. The poll tax is still used in the 
Maritime Provinces but has almost disap- 
peared elsewhere. 


Many of our major tax sources are of 
American origin. Our first income tax act, 
passed in 1917, bore an unmistakable re- 
semblance to yours. The first constitution- 
ally valid provincial taxes on corporations 
—imposed by Quebec in 1884—were taken 
right out of the laws of New York and 
Pennsylvania. Our municipal taxation sys- 
tem throughout bears a marked resemblance 
to yours, the cardinal similarity being the 
use of the capital value of property as the 
tax base rather than the British and Euro- 
pean base of rental value. It is even apparent 
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that we borrowed the personal property tax 
entirely from you—I’m not sure but what 
it wasn’t an evil day—since it had been 
abandoned centuries ago in England. 


This brings me to what in many respects 
is the more interesting aspect of our rela- 
tionship, namely, the several ways in which 
we have followed different paths. I shall 
itemize them briefly at the outset: 


First, our basic tax structures as such 
differ most markedly in that we have as a 
major element in our federal revenue sys- 
tem a manufacturers’ sales tax, while under 
our income tax we do not tax capital gains. 
We do not have an excess profits tax. 

Second, our approach to social security 
has been different from yours. 


Third, our plans for postwar tax reform 
have been realized to a remarkable degree, 
while many of yours seem to have been frus- 
trated. 


Fourth, our defense and anti-inflationary 
fiscal program has marked characteristics 
of its own, which may be summed up 
as no price ceiling; no excess profits tax; 
no deficits—in fact, substantial surpluses. 


Fifth, our intergovernmental financial re- 
lations have followed a distinctive course, 
which may be summed up in the words 
“federal-provincial tax agreements.” 


General Sales Tax 


First of all, let’s take our general sales 
tax. As far as the public is concerned the 
sales tax seems long ago to have been ab- 
sorbed into their consciousness as one of the 
facts of life. Generally speaking, nothing 
had been heard of the tax for fifteen years 
before the federal Minister of Finance in- 
creased its rate from 8 per cent to 10 per 
cent in 1951. Pyramiding remains a bogey 
having strong emotional undertones, since 
the phenomenon seldom gets much objec- 
tive consideration. Arguments go from the 
one extreme based. on classical economic 
analysis that competition and the fluidity 
of capital will in the long run wipe out any 
extra profit element arising from a mark-up 
on a tax to the other limit at which it is 
shown by simple arithmetic demonstration 


_ that the tax is always pyramided. The gov- 


ernment of course is privileged to adopt the 
attitude that pyramiding is none of its con- 
cern since it has no control over or interest 
in profit margins, these being entirely op- 
tional with the wholesaler and retailer, and 
that if undue profit is made a good slice of 
it comes back to the Treasury in income 
tax anyway. 
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Capital Gains Taxation 


Now for capital gains taxation. In many 
respects this is the hottest issue in Canadian 
taxation today. Generally speaking we fol- 
low the English practice of not taxing capi- 
tal gains unless the gains are the product 
of a trade or business, in which case they 
are treated as ordinary income. These prob- 
lems have always been present in our con- 
cept, but in practice have become a matter 
of general concern only in the postwar 
period, when many citizens found them- 
selves the recipients of quite handsome gains 
as a result of inflation and rapid economic 
development. The government has made 
official pronouncement that there has been 
no change in its general position that capital 
gains are not taxed. But so vague is the 
dividing line between capital gains and ordi- 
nary income that this is taken as cold com- 
fort by those who have reason to doubt 
their position. A further factor of confusion 
is that we have a newly organized tax ap- 
peal court, called the Tax Appeal Board, 
which is interpreting a newly enacted in- 
come tax statute, which came into effect 
only in 1949. Small wonder that with a 
dynamic economic situation such as we now 
have in Canada creating capital increments 
every day there is a great cry for some 
certainty, even, some would hold, the cer- 
tainty that all capital gains are taxable. 


It is doubtful that there will be any clear 
or drastic resolution of this conflict. The 
government apparently takes the attitude 
that it is conducive to economic develop- 
ment not to tax capital gains, and that it 
is up to the courts to draw the line between 
capital gains and ordinary income. The gen- 
eral public, judging by the fairly active in- 
terest in the stock market, apparently shares 
this view. There is some public uneasiness 
arising out of a feeling that some very for- 
tunate individuals are getting away with 
something and that on moral grounds they 
should be taxed. Far more important, how- 
ever, is the sense of confusion from the 
absence of clearly defined lines of distinc- 
tion between income and capital gains. The 
idea that this problem would be dissipated 
by deliberately taxing such gains is of course 
a dangerous illusion, as your own exper- 
ience clearly demonstrates. Those who ad- 
vance such a solution would, I am sure, 
be appalled at the weird administrative 
wonderland into which one disappears, like 
Alice, down the rabbit hole. In this wonder- 
land the determination of “basis” seems to 
occupy about the same order of rationality 
as the Mad Hatter’s tea party. 
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A more lively topic of interest at the 
moment is the plan of universal old-age 
pensions at age 70 introduced by the federal 
government at the beginning of this year. 
The federal government will pay the whole 
cost of a’pension of $40 a month to all per- 
sons 70 years of age or over, without any 
test of means. The old scheme had been 
costing the federal government about $100 
million a year whereas the new one would 
cost $350 million. 


The real joker in the proposal lay in the 
committee’s recommendation that the new 
plan be on a “contributing basis.” Now, 
we have a “contributory” scheme of unem- 
ployment insurance in which benefits are 
graded according to the amount and dura- 
tion of the contributions, and of course this 
is the essence of your own social security 
plans for both old age and unemployment. But 
it was quite evident that it was not in this 
sense at all that the new plan was intended 
by the committee to be contributory. Every- 
one was to receive the full pension as long 
as he was alive, regardless of any other 
means he or she might have and regardless 
of whether he or she had made any contri- 
bution toward the cost of the pension. In 
the dilemma thus presented, the Minister 
of Finance did the sensible thing. To re- 
tain as much as possible of the value of a 
truly contributory scheme he earmarked 
three specific levies—a plan which I de- 
scribed earlier as being the 2-2-2 formula— 
to be paid into a separate fund. The separate 
identity of these levies and the fund creates 
the illusion that a contribution is being made to 
the cost of the pension. It will also give some 
assurance that any increase in the amount 
of the pension will be matched by an in- 
crease in the specific levies, rather than 
become a charge on the general budget. 
This latter aspect should have some deter- 
rent effect, since most of the cost of the 
plan will in fact be borne by the taxpaying 
element of the population, rather than the 
retired element. 


Postwar Tax Reform 


The third aspect I wanted to mention is 
our postwar tax reform. You won’t have 
any difficulty recalling the rash of postwar 
tax plans that appeared in your country— 
there was the Twin City Plan, the CED 
Plan, the Rum] Plan, and so on. We didn’t 
have much of this sort of thing here, but in 
its place we had the unique phenomenon 
that the federal government itself had a 
plan. It not only had a plan but by and 
large it has carried it out. In 1945 we had 
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a public investigation of the thorny prob- 
lem of how to tax annuities and pensions, 
and in 1946 another on the vexing business 
of cooperatives taxation. Both of these in- 
vestigations—Royal Commissions, we call 
them—recommended solutions which were 
adopted and are now in effect, substantially 
unchanged. Our personal income tax struc- 
ture was completely streamlined to remove 
many anomalies and complications that had 
appeared during the war; a cheap and simple 
method of appeals was provided by the 
establishment of the Tax Appeal Board; and, 
in 1949, the result of two years’ work by 
a committee of officials, a completely re- 
drafted Income Tax Act was passed by 
Parliament. More recently still, in the in- 
come tax field we have taken a step toward 
removal of double taxation by the allow- 
ance of a dividend tax credit and have intro- 
duced a unique and radical set of provisions 
to deal with the problem of undistributed 
corporate surpluses. There are many other 
progressive changes that could be mentioned 
in the income tax field. In the case of com- 
modity taxes we have also had some re- 
markable revisions, including the exemption, 
at considerable cost in revenue, of most 
producer’s equipment and building materials 
under the sales tax, and the reorganization 
of the whole range of our excise taxes to 


remove the variety of bases that previously 
existed. Still on the books is a revision of 


our hurriedly-constructed federal inheri- 
tance law, which has been mooted for some 
years. 

All in all, these reforms have produced a 
federal tax structure which, with increas- 
ingly efficient administration, is the pride of 
Canadian officialdom. It is not at all sur- 
prising that the Canadian public persists 
in regarding the whole thing as a bit of a 
mess, which of course is the inalienable 
right of every taxpayer. 


First, as to our defense and anti-infla- 
tionary program. Our record in the use 
of fiscal devices for economic purposes in 
the postwar and defense period has few 
if any parallels in other countries. Particu- 
larly is this true of taxation. Emergency taxa- 
tion has been used not only for purposes 
of general strategy but for attacking pin- 
point tactical objectives as well. High ex- 
cise taxes were introduced on a broad range 
of semidurable goods to curtail spending, 
and a system of deferred depreciation write- 
offs was enforced for certain types of assets 
to slow up nonessential investment. This 
has been accompanied by a general increase 
in all taxation for defense financing and anti- 
inflationary purposes, until today several of 
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our major tax sources are at levels higher 
than their wartime rates. Indeed our de- 
fense financing demonstrates a remarkable 
faith in the efficacy of attacking the root 
of economic maladjustments through fiscal 
devices. We have had credit controls and 
some informal restrictions on bank and mort- 
gage lending, but no price ceiling and no 
excess profits tax. A price ceiling has offi- 
cially been regarded as no more than a 
means of obscuring the fundamental char- 
acter of inflation, and the excess profits tax 
as a levy for which nobody has the least bit 
of love. 


The index of the success of this policy 
of taxation is best shown by the substantial 
surpluses that the federal government has 
had in recent years. These have amounted 
in six years to over $2,200 million, or an 
excess over a balanced budget of about 12 
per cent. 


The use of taxation for purposes other 
than simply providing revenues for the 
operation of government has consequences 
that were never contemplated by the econo- 
mists who visualize the tax structure as a 


panel of dials and gauges, to be manipulated 


at will. The basic difficulty is that the 
general public does not understand, or else 
it very soon forgets, the goals you are 
striving to reach. Probably no single aspect 
of government has created more doubt and 
confusion in the public mind than the fact 
that they are being heavily taxed merely 
so that the federal budget may show a sub- 
stantial surplus. Hard-pressed provincial and 
municipal officials find it equally difficult 
to understand why the federal government 
finds it necessary to take over so large a share 
of the available tax revenues only to show sur- 
pluses. What is equally serious is that the 
sporadic onslaught through taxation on certain 
industries and certain forms of expenditure 
through heavy excise taxes seems to the 
public to offend against two of the basic 
canons of taxation—namely, that taxes 
should be certain, and should be fair. The 
businessmen in our semidurable consumer 
industries — generally, the consumer steel- 
using industries—would be more than human 
if they did not feel from recent experience 
that they were exposed to unpredictable 
and violent assault through the tax mecha- 
nism in a way that cannot help but upset 
all arrangements and normal expectations. 
Their resentment, while expressed by some 
in a manner that quite rightly was criticized 
by the Minister of Finance, is nonetheless 
understandable. Just as understandable is 
the upright and fierce anger of the house- 
wife who refuses to accept with equanimity 
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the fact that a new washing machine bears 
a 15 per cent special tax, while many abso- 
lute luxuries, such as antique furniture, bear 
no special tax at all. To her it seems hard 
to understand why she should be deterred 
by high taxation from buying the available 
washing machines, and it is particularly 
incomprehensible to her that by some mys- 
terious process she is going to be better 
off for having been so prevented. 


I frankly don’t know what the answer 
is, but I am convinced that the administra- 
tion of economic correctives through the 
tax system calls for a political sagacity 
compared to which negotiating with the 
Russians is child’s play. One can say that 
people should understand, but in fact it 
appears that they do not understand. They 
are beginning to get a glimmering, perhaps, 
but lacking the absorbing compulsions of 
all-out war, the glimmering glows but feebly. 


Intergovernmental 
Fiscal Relations 


And now my last point—the development 
of intergovernmental fiscal relations. Our 
constitutional background differs markedly 
from yours. When Canada was created in 
1867 as a federal state no limit was placed 
on the taxing power of the central govern- 
ment but the provinces were limited to di- 
rect taxation. To compensate for this narrow 
tax base they were given subsidies from the 
federal government to enable them to carry 
on. The whole deal was stamped “final” 
and no provision whatever was made for 
altering its terms. 


There have been, roughly, four phases of 
development: The first period was from 1867 
to 1907; the second started about the begin- 
ning of the century, was halted by the First 
War, but went on to its climax at the end 
of the twenties; the third period was the 
depressed thirties; the fourth main phase, 


JEFFERSON 


“If we run into such debts, as that we 
must be taxed in our meat and in our 
drink, in our necessaries and our com- 
forts, in our labors and our amusements, 
for our callings and our creeds, as the 
people of England are, our people, like 
them, must come to labor sixteen hours 
in the twenty-four, give the earnings of 
fifteen of these to the government for 
their debts and daily expenses; and the 


the tax agreement period, began in 1941. 
In this last period the federal government 
and the provincial governments made agree- 
ments concerning the collection of taxes. 


In practical terms what do these agree- 
ments mean? For the next five years there 
will be one personal income tax—the federal 
—in Canada; two taxes on corporations— 
the federal and that of Quebec; and three 
taxes on inheritances—the federal and that 
of Ontario and Quebec. It takes little imagi- 
nation to appreciate the enormous degree of 
simplicity and effectiveness in administration 
thus achieved. 


It hardly needs to be said that the basic 
problem in this area is to give each level 
of government adequate revenues and a 
sense of autonomy and responsibility and, at 
the same time, to achieve the flexibility and 
efficiency of tax administration that usually 
accompanies collection over the broadest 
possible area. An essential element in every 
approach to the federal fiscal process is the 
problem of regional disparities in resources 
and income. This introduces a:further entangle- 
ment in a problem that would be sufficiently 
snarled without it, but it is a fundamental 
consideration. 


My personal conviction is that our tax 
agreement technique is a very satisfactory 
solution to the financial conditions surround- 
ing existence under a federal constitution. 
I do not believe it is either the final solu- 
tion or the ideal solution, but then “final” 
and “ideal” solutions in public affairs should 
be regarded in my view as dangerous illu- 
sions. A good solution is one that compares 
well with the state of affairs which might 
otherwise have prevailed, and the fact that 
it falls short of the ideal should not be 
cause for overconcern. Compromise, there- 
fore, is of the essence, and a spirit of goodwill 
and cooperation between levels of govern- 
ment will produce wonders where all the 
Royal Commissions and Congressional Com- 
mittees may have failed. 


1816-1952 


sixteenth being insufficient to afford us 
bread, we must live, as they now do, on 
oatmeal and potatoes; have no time to 
think, no means of calling the mis- 
managers to account; but be glad to 
obtain subsistence by hiring ourselves to 
rivet their chains on the necks of our 
fellow-sufferers.”.—-Thomas Jefferson, in 
a letter to Samuel Kerchival, July 12, 
1816. 
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Books ... 


As Others See Us 


United States Taxation of Foreign Entities. 
Neil F. Phillips. The Carswell Company, 
145-149 Adelaide Street, West, Toronto 1, 
Canada. 1952. 379 pages. $8.50. 


This book is written by a Canadian author 
and published in Canada. 


This is a Canadian looking at the United 
States’ method of taxing nonresident aliens 
and foreign corporations and the author 
doesn’t use rose-colored glasses. The pur- 
pose of his book is to explain the United 
States law, regulations and pertinent court 
decisions applicable to the income of non- 
resident aliens and foreign corporations. 
The tax law here, says the author, is a “crazy 


quilt of interrelated sections in the Internal — 


Revenue Code.” 


With this rather prosaic statement the 
author embarks ambitiously and hopefully 
on the project of explaining our tax system 
to foreigners. Since our tax system and 
its administrative procedure are not under- 
stood to any large degree by our own citi- 
zens, we can understand the plight of the 


foreign taxpayer who has dealings with our 
law. 


Our “crazy quilt” nonresident tax law is 
grounded in the theory that the United 
States, being a highly developed capital- 
exporting country, has no special interest 
in attracting foreign capital and as a result 
feels no need to make tax concessions which 
a capital-importing country might consider 
necessary to make in its own interests. The 
fact that tax conventions and tax treaties 
must also be studied, in addition to our 
statutes, is even more confusing to our world 
neighbors. 


The author has outlined his book in a 
very usable form. To illustrate, we have 
selected at random this topic: What Con- 
stitutes Fixed or Determinable Annual or 
Periodical Income? Under this heading the 
author gives first the law reference (Internal 
Revenue Code Section 143 (b)); next he 
refers the reader to the Regulations (Regu- 
lations 111, Section 29.143-2). The author 
supplies his interpretation of the Code and 
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.. Articles 


Regulations relating to this subject under 
four topics: (a) General Meaning and Scope, 
(b) The Form of the Payment, (c) The 
Enumerated Types of Fixed or Determin- 
able Annual or Periodical Income and (d) The 
Unenumerated Types of Fixed or Determin- 
able Annual or Periodical Income. The 
author ties in statutes, regulations and cases 
with text, like this: “It is now well settled 
that any items of income within the meaning 
of the withholding sections, and the Regula- 
tion thereunder, will be equally items of 
fixed or determinable annual or periodical 
income for purposes of the taxing provisions. 
It does not follow, however, that because 
an item of income need not be withheld on, 
that automatically such item will therefore 
not be fixed or determinable annual or pe- 
riodical income for purposes of the taxing 
sections, since factors other than the nature 
of the income may permit non-application 
of the withholding sections.” By footnote 
references he refers the reader to the Regu- 
lations, the Wodehouse case, 337 U. S. 369, 
and Tonopah and Tidewater Railroad Com- 
pany, Ltd. v. Commissioner, 112 F. (2d) 970 
(CCA-9). 

The author incorporates a list of abbrevia- 
tions, an alphabetical case list, a numerical 
ruling list and a topical index. 

In his appendices he has placed several 
income tax return forms and excerpts from 
replies prepared by the United States to 
questionnaires of the Economic and Social 
Council of the United Nations. On the whole 
it is a rather helpful book. 


Tax Conference 


Proceedings of the Forty-fourth Annual 
Conference on Taxation. Edited by Ronald 
B. Welch. National Tax Association, Box 
1799, Sacramento 8, California. 1952. 628 
pages. $6.75. 

In November of 1951 the National Tax 
Association held‘ its Forty-fourth Annual 
Conference in Dallas, Texas. The proceed- 
ings of the conference are now in book form. 

All methods and forms of federal and 
state taxes were discussed by well-known 
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authorities, as were administrative problems 
by a number of state tax administrators who 
defended and explained their procedures 
and policies. While the scope of the sub- 
jects tackled may seem to indicate that 
detailed examination of some of the irksome 
tax problems was not undertaken, such was 
not the case. For instance, Dan Throop 
Smith of Harvard University presented a 
paper on the subject of taxation and execu- 
tives. Deferred compensation plans was 
another subject examined in some detail by 
Alan L. Gornick of the Ford Motor Company. 


One round-table session was devoted to 
tax systems of foreign countries. A general 
treatment of the theme was given by Richard 
Goode of the International Monetary Fund. 
Among the other speakers were James W. 
Martin of the University of Kentucky, who 
discussed American investigations of Turkish 
finance, and Ronald B. Welch of the Cali- 
fornia State Board of Equalization, who 
related some of the fiscal problems to be 
found in West Germany. Carl S. Shoup 
of Columbia University reported on the tax 
mission to Japan. All of the papers of the 
forty-fourth annual meeting, as well as 
the proceedings of the business meetings of 
the NTA, are presented in this volume. 


Exploring a Concept 


Changing Concepts of Business Income. 
The Macmillan Company, 60 Fifth Avenue, 
New York, New York. 1952. 160 pages. $2. 


This book is a report of the work of a 
study group which operated under a grant 
from the Rockefeller Foundation and a 
matching grant from the American Institute 
of Accountants. The institute undertook 
this study on its own initiative as a con- 
tribution to social welfare. The ambiguities 
that attend the use of accounting terms and 
the emphasis which has been placed on the 
need for more exact terminology by tax 
laws furnish motivation for a study even 
though no general agreement might be 
reached. At least the exchange of ideas, in 
the course of an attempt to reach a goal, is 
itself of great educational value. 


The report is a starting point for the 
determination of such important economic 
issues as the relation between business in- 
come, as now commonly computed, and 
real “ability to pay.” 

The word “income” is used in the Sixteenth 
Amendment, and not long after its ratifica- 
tion the Supreme Court was called upon to 
interpret the word. Its decision defined in- 
come as the gain derived from capital or 


labor or from both combined. The decision 
did not state explicitly that gain might be 
measured by comparing money received 
with money paid without regard to changes 
and the real value of the monetary unit. 


In the main, there are three classifications 
of income: income from personal service, 
income from investment and income from 
business. The conflict between accounting 
concepts and tax concepts is real and ever 
present in the administration of tax law. 


The study group has set forth 30 con- 
clusions to which there is considerable dis- 
agreement; the comments and dissents are 
also published in the book. 


Tax Procedure 


Cases and Materials on Federal Tax Pro- 
cedure. Richard A. Hausler. Miami Law 
Center Foundation, University of Miami, 
Miami (University Branch), Florida. 1952. 
577 pages. 

This is the second edition of the book 
which was first issued in 1949. It is the 
only law school casebook to deal solely with 
the aspects of the federal tax procedure. 
The author has grasped the importance of 
taxes to the law graduate’s career. He thinks 
that at least 30 per cent of the law graduates 
will handle federal tax cases beyond the tax 
return stage. This, then, is an excellent 
reason for the preparation of such a book 
and its use in the study of taxation in law 
schools. 


Making Money Work 


Investment 
Prentice-Hall, 70 Fifth Avenue, New York, 


Analysis. John H. Prime. 


New York. 1952. 557 pages. $7.65. 


The author is Professor of Finance and 
Assistant Dean, School of Commerce, Ac- 
counts and Finance, New York University. 
His book is designed for the student of 
investment and for the investor himself. 
Chapters are devoted to the major types of 
investments, stocks, bonds, tax exemptions, 
etc., and to such subjects as investment 
mathematics and investment policies. 


ARTICLES 


Large Cities and Contiguous Unincor- 
porated Areas . .. The question of the 
benefits and/or liabilities to be incurred by 
cities upon the annexation of unincorporated 
areas immediately outside their boundaries 
is largely still an open one, according to a 
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Honolulu research analyst. He notes that 
data for the three-year period 1948 through 
1950 show little correlation between annexa- 
tion practices and changes in central city 
tax rates, but further points out that the 
reasons behind the lack of correlation are 
obscure. 


Particularly, he is concerned with the 
impact upon city tax rates, citing recent 
writers who feel that suburban residents 
create added tax burdens for the population 
of the central city. One of those writers— 
Richard Graves—urges either a stepped-up 
annexation program or a drastic revision of 
taxation practices—Schmitt, “Annexation 
and Tax Rates,” National Tax Journal, 
June, 1952. 


Credit for Death Taxes Paid to States 
... A University of North Carolina pro- 
fessor examines the allowable credit against 
federal estate tax which serves two main 
purposes: (1) ending the existing death 
tax competition among states and (2) end- 
ing the clamor for abolition of federal estate 
taxation. He notes that application “of the 
state statutes enacted to give effect to the 
credit has raised a federal constitutional 
problem,” and suggests a method of acquir- 
ing requisite standing for one desiring to 
test the constitutional validity of a state 
tax designed to take advantage of the fed- 
eral estate tax credit—by hastening to pay 
the federal estate tax before the states at- 
tempt to collect their death taxes. 


Specifically, the writer points out that the 
holding of Treichler v. Wisconsin “seems to 
indicate that the method for computing the 
additional estate tax provided for in the 
Wisconsin statute is violative of the due 
process clause of the Fourteenth Amend- 
ment.” The significance of the holding is in 
its far-reaching consequences, since 21 states 
and the Territory of Hawaii have this type 
of statute in effect—Cogburn, “The Credit 
Allowable Against the Basic Federal Estate 
Tax for Death Taxes Paid to State[s and 
State] Statutes Enacted to Take Advantage 
Thereof — Constitutional Difficulty and 
Some Suggested Solutions,” North Carolina 
Law Review, February, 1952. 











































Michigan: A Typical Sales Tax State... 
A lecturer in the University of Puerto Rico’s 
School of Public Administration analyzes 
the sales tax by considering the history of 
the tax as it has evolved in Michigan. Dif- 
ficulties and problems are presented and 
discussed. He reminds that the retail tax 
is difficult of administration, advancing the 
thought that probably the area of exemption 
—as applied to machinery, equipment and 
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related articles—presents the most serious 
difficulties in devising a rational and logi- 
cally consistent retail sales tax.—Taylor, 
“Toward Rationality in a Retail Sales Tax,” 
National Tax Journal, March, 1952. 


Broadcasting Industry: Taxation of Gross 
Receipts ... A New York attorney, writing 
for a professional journal, examines the 
power of state and local governments to tax 
radio and television enterprises and, sum- 
ming up, states that “unless the field of taxa- 
tion of broadcasting has been pre-empted 
by the federal government, or unless intra- 
state and interstate broadcasting are so 
interrelated that a tax on the former would 
unavoidably impose an undue burden on 
the latter, a properly apportioned gross re- 
ceipts tax for the privilege of engaging in 
interstate commerce is valid.” His article 
presents a comprehensive study of the due- 
process and the interstate-commerce clauses 
of the United States Constitution as prin- 
cipal limitations on the power of the states 
to levy a privilege tax or a tax, measured 
by gross receipts, on industries engaged in 
interstate commerce.—Katz, “State and Local 
Taxation of Radio and Television Broad- 
casting,” Federal Communications Bar Jour- 
nal, Spring, 1952. 


Reducing Mortgage Indebtedness .. . 
Various sections of the American Law 
Institute’s Federal Income Tax Statute 
(tentative draft, 1950) are analyzed in a 
study of the tax problems which confront 
mortgagors where a mortgagee compromises 
his debt. States the author: “It would 
seem that the proposal of the institute to 
consider immaterial the personal liability 
of the mortgagor is a reflection of the more 
recent judicial attitude toward the non- 
liable mortgagor and the debt encumbering 
his property and would, therefore, appear 
but to be anticipating the position toward 
which the case law is presently tending.— 
Snee, “A Statutory Approach to the Tax 
Problems of the Mortgagor Consequent 
Upon Reduction of the Mortgage Debt,” 
Fordham Law Review, March, 1952. 


Disclosure, Discovery and Tax Returns 
. . - The right to inspect federal tax re- 
turns is generally given only to those with 
a legal and not a personal interest in them. 
This article, written. by a member of the 
Tennessee, Georgia and District of Colum- 
bia bars, discusses the Internal Revenue 
Bureau’s nondisclosure policy in light of 
the discovery provisions of the Federal 
Rules of Civil Procedure—Webster, “Inspec- 
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tion and Publicity of Federal Tax Returns,” 
Tennessee Law Review, June, 1952. 


Income in Canada: Problems of Canadian 
Taxpayers . . . A member of the Taxation 
Division of Canada’s Department of Finance 
looks at double taxation on accumulated 
undistributed corporate earnings. He notes 
that 1949 steps to reduction of such taxa- 
tion do not go far enough to protect pri- 
vate companies whose traditional practice 
has been “to plow profits back into the 
business, and closely held companies have 
always accumulated earnings either as a 
necessary or convenient method of securing 
new capital, or because the shareholders 
were reluctant to expose themselves to high 
rates of individual income tax upon the 
earnings, or on account of a combination 
of these factors.” Also discussed is a new 
plan to deal with surplus earnings of closely 
held companies; initial action on the plan 
was taken in March of 1950 by the Minister 
of Finance.—Irwin, “The Fifteen Per Cent 
Tax on Undistributed Income of Compa- 
nies,” National Tax Journal, December, 1951. 


Another article is written by a member 
of the British Columbia bar. It deals with 
the definition and handling of capital gains 
and losses. This author points out that new 
statutory provisions in force under the In- 


come Tax Act may make more complex 
the problems of interpretation. He says: 
“Unreality is perhaps a harsh word to apply 
to the atmosphere now prevailing in this 
branch of the law, but the description may 
become appropriate in the near future should 


the courts see fit to apply rules of interpre. 
tation contrary to the plain meaning of the 
act.”.—McDonald, “Capital Gains and Losses 
in Canada,” Canadian Bar Review, November, 
1951. 


The Balanced Wheel . . . Historically 
the place of the Supreme Court in the 
governmental wheel is to interpret the 
legislative act. When the judiciary usurps 
the position of a legislative body the result 
is judicial legislation or judge-made law, 
—Richardson, “Declaratory Judgments and 
Advisory Opinions as Judicial Legislation,” 
Tennessee Law Review, April, 1952. 


We Create a Watchdog... An ethical 
whitewashing is proposed by the chairman 
of the Senate subcommittee to consider the 
establishment of a Commission on Ethics in 
the Federal Government. His article is a 
summary of the subcommittee’s findings 
and recommendations.—Douglas, “Improve- 
ment of Ethical Standards in the Federal 
Government: Problems and _ Proposals,” 
Annals of the American Academy of Political 
and Social Science, March, 1952. 


What to Do?... The Great A & P and 
the recent legal actions surrounding it are 
the subject of this article. The maze of 
antitrust law must be hacked through and 
a workable solution to the monopoly and 
monopsony problems represented by A & P 
must emerge.—Hirsch and Votaw, “Giant 
Grocery Retailing and the Antitrust Laws,” 
Journal of Business of the University of Chi- 
cago, January, 1952. 
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alien divorcee, since such payments were 
not excepted from the category of income 
from “sources within the United States” 
under Code Section 143 (b) merely because 
they were not enumerated in Code Sec- 
tion 119 (a), and since they constituted 
“fixed or determinable annual or periodical 
income,” taxable to the divorced 
wife, within the meaning of those words as 
used in Code Section 143 (b). Docket 109. 
Certiorari applied for June 7, 1952. 


Hardenbergh, I. B. v. Commissioner 
(CA-8), 52-2 ustc J 10,859.—A gift tax lia- 
bility attaches when two heirs of an intes- 
tate decedent renounce their shares in the 
decedent’s estate in favor of a third heir 
who, as a result, acquires the entire estate. 
There was a taxable transfer by the re- 
nouncing heirs of two thirds of the estate 
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to the third heir, since under state law title 
vested immediately in all the heirs of the 
decedent. Docket 263. Certiorari applied 
for August 8, 1952. 


Hauptfuhrer, Estate of H. v. Commissioner 
(CA-3), 52-1 ustc { 10,847.—The reserved 
power of the decedent, in conjunction with 
the individual beneficiaries, to terminate 
three inter-vivos trusts created by the 
decedent in 1933, thereby giving the bene- 
ficiaries immediate enjoyment of the re- 
mainder interests, required the inclusion of 
such interests in the decedent’s gross estate 
under Code Section 811 (d) (2) as the sub- 
jects of transfers with retention of power to 
change enjoyment. Docket 142. Certiorari 
applied for June 20, 1952. 


Healy v. Commissioner (CA-2), 52-1 ustc 
{ 9200.—Where taxpayer, as transferee of 
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an insolvent corporation, was required to 
pay a corporate tax deficiency because of 
the disallowance of a deduction by the cor- 
poration for excessive salary paid taxpayer, 
which salary taxpayer had reported in his 
individual return, taxpayer was not entitled 
to recover overpayment of individual tax 
since the return for such year could not be 
reopened to reflect subsequent facts. Docket 
76. Certiorari applied for May 20, 1952. 


Herberger et al. v. Commissioner (CA-9), 
52-1 ustc J 9253.—Where taxpayers, in their 
business of processing and selling pickles, 
took inventories of merchandise on hand 
at the beginning and end of each taxable 
year and computed their income by use of 
such inventories, the Tax Court was not in 
error in recomputing their income by means 
of the accrual method even though they 
were on the cash basis, and, therefore, 
amounts received by taxpayers in 1943, 
1944 and 1945 for pickles sold in 1942, 1943 
and 1944, respectively, were properly in- 
cluded in their income for 1942, 1943 and 
1944, since their right to such amounts ac- 
crued in such years. Docket 94. Certiorari 
applied for May 31, 1952. 


Jefferson Lake Sulphur Company v. U. S. 
(CA-5), 52-1 ustc J 9289.—Where the assets 
of a corporation were transferred to a new 
corporation (taxpayer) and stock in the new 
corporation was issued directly to the 
stockholders of the old corporation, a tax- 
able transfer under Code Section 1802 (a) 
resulted. Docket 67. Certiorari applied for 
May 16, 1952. 


Kahriger, Joseph; U. S. v. (DC), 52-1 ustc 
{9309.—The federal law requiring persons 
accepting wagers to register and pay a $50 
stamp tax was unconstitutional. Provisions 
for a $10,000 fine and five years’ imprison- 
ment for failure of an applicant for an 
occupational stamp tax to give information 
concerning persons receiving wagers on his 
behalf and those from whom he accepts 
wagers went beyond a taxing measure and 
invaded state police power. Docket 167. 
Appeal filed July 1, 1952. 


Norwitt v, U. S. (CA-9), 52-1 uste J] 9252. 
—(1) The evidence sustained the conviction 
of tax evasion of a president of a corpora- 
tion who understated the corporate income 
with intent to evade taxes. (2) The filing 
of a false amended return with intent to 
evade tax constitutes an additional] viola- 
tion of Code Section 145 (b). (3) Where 
the evidence sustains the conviction of tax 
evasion and the sentence imposed, includ- 
ing the fine, did not exceed that which 
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might lawfully have been imposed under 
any single count, the judgment upon the 
verdict must be sustained. Docket 57. Cer- 
tiorari applied for May 10, 1952. 


Ochs v. Commissioner (CA-2), 52-1 ustc 
{ 9271.—Where two small children of tax- 
payer and his wife were maintained at a 
boarding school, the wife being unable to 
care for them without jeopardizing her 
health because of a recent operation, the 
cost of maintaining the children at the 
school was not deductible as a medical 
expense. Docket 158. Certiorari applied for 
June 24, 1952. 


Roberts Dairy Company v. Commissioner 
(CA-8), 52-1 ustc § 9286.—A contribution 
made by taxpayer in 1943 to the National 
Tax Equality Association, which association 
was organized in the latter part of 1943 to 
conduct research activities relative to dis- 
parities in federal and state tax statutes and 
to disseminate such information to civic 
organizations, representatives of business, 
to the public and to federal and state gov- 
ernments, was not deductible since it was 
found that the only reasonable purpose for 
the association’s existence was to influence 
législation. Docket 319. Certiorari applied 
for September 6, 1952. 


Roles v. Earle (CA-9), 52-1 uste J 9275.— 
Where taxpayer made a voluntary payment 
to a collector in anticipation of a possible 
later assessment, and such sum was held in 
a suspense account, and the collector re- 
signed his position prior to the time that 
an assessment was made and satisfied in 
part out of the suspense account, the dis- 
trict court properly dismissed, for lack of 
jurisdiction, a suit against the United States 
for recovery of the payment. Docket 72. 
Certiorari applied for May 19, 1952. 


Smith; Commissioner v. (CA-6), 52-1 ustc 
{ 9221.—Where the receipt of excessive sal- 
ary to the extent of which taxpayer was 
held liable as transferee by reason of the 
company’s insolvency constituted the bare 
receipt of property or money wholly belong- 
ing to another, and taxpayer held the funds 
not for himself but for the company’s 
creditors, the amount of such extensive sal- 
ary is not taxable to him in his individual 
income tax return. Docket 138. Certiorari 
applied for June 18, 1952. 


State of California et al. v. U. S. (CA-9), 
52-2 ustc f 9425—A-state may be made a 
party to a proceeding in a federal district 
court to enforce a lien for federal taxes, 
and a debt owed by the state to the tax- 
payer is “property” against which a tax lien 
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may be foreclosed. Docket 202. Certiorari 
applied for July 16, 1952. 


Steen, R. F. v. U. S. (CA-9), 52-1 ustc 
{ 10,845.—The entire value of jointly owned 
property of a decedent who died in 1946 
is includible in his gross estate for estate 
tax purposes, where the property had been 
purchased with community funds earned by 
the decedent. Docket 115. Certiorari ap- 
plied for June 10, 1952. 


Stevenson-Chislett, Inc.; U. S. v. (DC), 
51-2 ustc J 9377—Embezzlement losses, the 
actual dates of occurrence of which were 
unknown and probably could not have been 
ascertained through an extensive audit and 
investigation, were deductible in the taxable 
year in which discovered. Docket 80. On 
certificate from CA-3, May 23, 1952. Entire 
record ordered sent up June 9, 1952. 


Stoehr, Etc. v. U. S. (CA-3), 52-1 uste 
| 9299.—The verdict of the jury in the dis- 
trict court action to the effect that tax- 
payer, engaged in business as the sole 
owner of a retail household furnishings 
store, had willfully and knowingly attempted 
to defeat and evade a large part of his in- 
come tax by filing and causing to be filed 
a false and fraudulent return was proper. 
Evidence existed of false entries on ledger 
cards, not substantiated by original entries, 
whereby sales were understated and pur- 
chases and expenses overstated. Docket 
151. Certiorari applied for June 23, 1952. 


Taylor v. Commissioner (CA-2), 52-1 ustc 
{ 9215.—Motion asking the court to set 
aside its decision and decree of April 22, 
1935, affirming a deficiency in income tax 
for 1929 as determined by the Board of Tax 
Appeals, is denied where the only new proof 
offered was an intermural memorandum by 
someone in the Department of Justice to 
the Treasury Department in 1939, and a 
recomputation of petitioner’s income tax by 
the Treasury Department in 1944. Docket 
114. Certiorari applied for June 10, 1952. 


Watson et al. v. Commissioner (CA-9), 
52-1 ustc § 9350.—Where taxpayer sold 
land, trees and an unmatured crop of 
oranges, capital gains treatment as pro- 
vided for in Code Section 117 (j) was not 
extended to the orange crop since it was 
“property held by the taxpayer primarily 
for sale in the ordinary course of his trade 
or business.” Docket 290. Certiorari ap- 
plied for August 25, 1952. 


Western Pacific Railroad Corporation et al. 
v. Western Pacific Railroad Company et al. 
(CA-9), 51-2 ustc J 9494.—A parent holding 
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company, whose stock in a reorganized sub- 
sidiary had been declared worthless, could 
not claim part of a tax saving accruing to 
the subsidiary as a result of offsetting the 
parent’s stock loss against the subsidiary’s 
earnings on consolidated returns filed for 
the years 1942, 1943 and part of 1944, 
Docket 150. Certiorari applied for June 
23, 1952. 


White v. Commissioner (CA-3), 52-1 ustc 
{ 9330.—In the absence of complete and 
accurate records, the Commissioner may 
calculate the income of a taxpayer, based 
on net worth. Docket 254. Certiorari ap- 
plied for August 5, 1952. 
















Supreme Court to Rule on Nine State 
Tax Cases.—Nine cases involving state 
taxes have been docketed by the United 
States Supreme Court. Four of the nine are 
from a single jurisdiction, Illinois. 


Two of the Illinois cases, Bode v. Barrett 
and Coordinated Transport v. Barrett, upheld 
the constitutionality of the 1951 statute 
which made extensive increases in truckers’ 
license fees. 













Chicago v. Willett is before the Court for 
the second time. On remand, the Illinois 
Supreme Court ruled that if a carrier’s 
interstate, intrastate and intercity business 
is inseparable, the carrier is not subject 
to a city license tax. 











In Goodyear Tire and Rubber Company, 
Inc. v. Tierney, the Court will be asked to 
pass on the Illinois decision that a declara- 
tory judgment action may not be used to 
protest property tax: assessments if other 
remedies are available. 











Howard v. Commissioners challenges the 
Louisville, Kentucky occupation tax insofar 
as it relates to income earned at the ord- 
nance plant located on ground ceded back 
to the state by Congress and annexed by 
the city. 








License tax decisions in Louisiana and 
Ohio are up for attack. In Clements v. 
Gospodonovich, Louisiana’s fees on nonresi- 
dent commercial fishermen, held invalid by 
the lower court, will be considered. In 
Motors Insurance Corporation v. Robinson, 
an appeal is being made on the Ohio deci- 
sion which refused insurance agents’ li- 
censes to automobile salesmen selling insur- 
ance only on the cars they sold. 


The Oklahoma ruling that the interest 
of a non-Indian heir in an Indian’s trust 
patent from the federal government is not 
subject to state ad valorem taxes is being 
attacked in Bailess v. Paukune. 
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In Cass v. Dameron, the Colorado Supreme 
Court upheld a tax on personal property of 
a GI stationed in Colorado who had not 
been taxed in his home state. 


The Secretary 


A change of policy with regard to releas- 
ing information on offers of compromise 
was announced recently by the Treasury 
Department. Now, inspection may be had 
by the public of all accepted compromise 
cases. Such cases are those “in which the 
internal revenue law authorizes the accept- 
ance of a lesser amount than the tax which 
the Government originally asserted. Com- 
promises are entered into only if they repre- 
sent a favorable settlement compared with 
what the Government could collect through 
legal proceedings.”—Treasury Department 
Release, August 20, 1952. 


The original offers are not available but 
a summary sheet (abstract) of each offer 
may be inspected. The summary sheet in- 
cludes a brief description of the reasons 
for acceptance of the offer. Additional] in- 
formation concerning accepted offers may 
be obtained by making a request to the 
information officer of the Bureau. Although 
copies of offers accepted before August 20, 
1952, are not on file, a copy of the summary 
sheet will be made available for inspection 
upon request identifying the taxpayer.—IR 
Mimeograph No. 26, August 27, 1952. 


What represents a favorable settlement? 
In the case of Fritz Kreisler, the violinist, 
the government claimed that he owed 
$1,384,513 in taxes. The final settlement 
was for $300,000 which, under the circum- 
stances involved, was considered to be 
$215,000 more than could have been ob- 
tained by court action. 


Frank Ericson, another national figure, 
though not of the same ilk, settled a gov- 
ernment claim in the sum of $260,405 for 
$144,401. Other instances of what would 
appear to be settlements favorable to the 
taxpayers have been disclosed during the 
recent Congressional investigations. 


It may be expected that, at least for a 
time, considerable publicity will be given to 
accepted compromise offers. As a result, 
it would seem that the trend will be toward 
a decline in acceptances; more court actions 
are in prospect. Revenue agents will be 
more reluctant to settle claims when ad- 
verse criticism is to be expected. However, 
such publicity may prevent valid compro- 
mise offers from being accepted. 


Washington Tax Talk 


Justice Department 


Charles S. Lyon of New York, present 
chief counsel of the King Committee of the 
House of Representatives, has been ap- 
pointed to head the Tax Division of the 
Department of Justice. The appointment, 
which was announced September 12 by At- 
torney General James P. McGranery, car- 
ries with it the title of Acting Assistant 
Attorney General. 


Lyon replaces Ellis N. Slack, who has 
been acting head of the Tax Division since 
November 16, 1951. Slack will return to his 
former post as chief of the Appellate Sec- 
tion of the Tax Division. 


The Bureau 


Baltimore Revenue District Created.— 
The reorganization of internal revenue dis- 
tricts continued with the creation of the 
Baltimore Revenue District on September 
8, 1952. Wilber A. Gallahan was installed 
as district commissioner. 


The new district includes the states of 


Maryland, Virginia and West Virginia, and 
the District of Columbia. The new dis- 


. trict commissioner, Mr. Gallahan, is a na- 


tive Washingtonian with over 30 years’ 
experience in federal tax administration. 
He will have general responsibility for the 
performance of all revenue service func- 
tions in the tri-state area. 


Directors of Internal Revenue in the 
newly created district include L. Alfred 
Chamberlain, Director of Internal Revenue, 
Baltimore (Maryland), and Hoke Murray, 
Director of Internal Revenue, Richmond 
(Virginia). Fred Miller is the Acting Di- 
rector of Internal Revenue, Parkersburg 
(West Virginia). 

The new directors and the acting director 
are using the same offices occupied by the 
collectors whom they replaced. Taxpay- 
ers in the District of Columbia will file re- 
turns and transact other tax business with 
the Director of Internal Revenue, Baltimore. 


Upstate New York Reorganization—By 
the time you read this, the fourth reorgan- 
ized internal revenue district, the Buffalo 
District, will have been created. The Buf- 
falo District is comprised of the former 
Fourteenth, Twenty-first and Twenty-eighth 
‘New York Collection Districts. Names of 
new Officials, installed at ceremonies on 
September 22, had not been announced at 
press time. 


Tighter Enforcement of Wagering Tax.— 
Under new regulations, effective September 
1, 1952, gamblers must purchase their $50 
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federal occupational tax stamp before they 
engage in any taxable wagering activity. 
Under old regulations they were allowed 
until the end of the month in which they 
first commenced business to purchase their 
stamp. Under this regulation, many gam- 
blers had been waiting until] they were 
arrested by local authorities to purchase 
their stamp. Upon arrest, their defense 
usually was that they had just commenced 
business and in the absence of proof other- 
wise, no federal prosecution could be under- 
taken if the person arrested paid the special 
wagering tax before the end of the month in 
which he was arrested. Such difficulties 
are now expected to be overcome. 


The new regulations also make tighter 
requirements upon a gambler to report his 
agents and employees. 


Field District Titles Changed.—Changes 
in titles of positions in Appellate Divisions 
of field districts of the Bureau of Internal 
Revenue established under Reorganization 
Plan No. 1 of 1952 have been announced 
by Commissioner John B. Dunlap. 


The position designated as Assistant Head 
of the Appellate Division of a field district 
is now termed Associate Head of the Ap- 
pellate Division. The title of Assistant Head 
of the Appellate Division is taken over by 
the position formerly known as Technical 
Adviser in Charge. 


Distraint Process Waiting Period Waived. 
—Pending Congressional action with regard 
to the institution of collection processes 
during the ten-day collection period re- 
ferred to in Section 3690 of the Internal 
Revenue Code, collectors and directors of 
internal revenue have been instructed in a 
personal letter dated July 14, 1952, that in 
instances in which it is believed that collec- 
tion of tax is in jeopardy and immediately 
upon the taxpayer’s neglect or refusal to 
make payment upon receipt of notice and 
demand for payment of the tax due, dis- 
traint processes of levy and seizure should 
be begun: It will not be necessary to wait 
expiration of the ten-day period provided in 
the above-mentioned section of the Code. 


Bureau Personnel Reduced.—The Bureau 
of Internal Revenue reduced the number 
of its employees by 4.2 per cent during 
fiscal 1952, it was reported in its July ac- 
tivity report. 


As of June 30, 1952, there were 55,371 
persons employed by the Bureau as com- 
pared with 57,795 at the end of fiscal 1951. 
Of the June 30 total, 51,529 were engaged 
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in field work and 3,842 were departmental 
employees. 


The investigation and audit of tax returns 
require the largest number of employees, 
with 25,053 being engaged in that work. 
The next largest number of employees, 
15,876, is engaged in processing returns, 
remittances, information documents and 
claims. The numerical division of the re- 
mainder of Bureau personnel, according to 
the type of activity in which they engage, 
is as follows: collection of delinquent tax 
accounts, 5,271; regulatory, control and in- 
spection work, 3,624; general administrative 
services, 2,455; taxpayer conferences and 
appeals, 1,946; and interpretative, statistical 
and executive, 1,146. 


Bureau Trains Foreign Tax Officials.— 
Tax officials from four foreign countries vis- 
ited the Bureau of Internal Revenue during 
the month of July for orientation and in- 
struction. Three of the officials were from 
France; they are Messrs. Jean Jacques 
Berson, Pierre Crenon and Lionel Francis 
Sabas, all of the Ministry of Finances. 
Other officials who received instruction 
from the Bureau included Mr. Juan Samuel 
Quinteros of the El Salvador Ministry of 
Finance, Mr. Raoul Filippi of the National 
Bank of Haiti and Mr. Ulises Polanco of 
the Guatemala Ministry of Treasury. 


No Labor Shortage——The Bureau’s new 
post of Director of Internal Revenue is not 
suffering from want of applicants. In a 
reply to an inquiry from the Executive 
Director of the National Civil Service 
League as to whether. sufficient qualified 
candidates were applying for the post, the 
Civil Service Commission reported that up 
to July 18, 1952, a total of 1,280 persons 
had filed for the competitive examinations. 


Bureau Employee Receives Award.— 
Charles F. Masarik, Jr., Assistant Collector 
of Internal Revenue, Twenty-third District 
of Pennsylvania, has received the Treasury 
Department award for meritorious civilian 
service. He received the award for his out- 
standing service as Acting Collector for the 
First District of California, at San Fran- 
cisco, and for work at his present position. 


The award for meritorious civilian serv- 
ice, authorized by Treasury regulations, is 
made to employees who render service 
within or beyond their required duties in 
such an exemplary manner as to inspire 
other employees to strive for improvement 
in the performance of their own duties. 
Mr. Masarik is one of four internal revenue 
employees who have received the award. 
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Tax Plan to Check Inflation 
Sir: 


I recommend a plan of taxation which 
would increase the incentive of taxpayers 
to earn more, thereby increasing income tax 
collections, and which would increase pro- 
ductivity, thereby reducing inflation. 


Every taxpayer, individual and corpora- 
tion alike, for federal income tax purposes, 
would be assigned a “norm.” This “norm” 
would be the average net income as dis- 
closed by the last five previously filed 
federal income tax returns. In any year in: 
which the taxpayer’s net income exceeded 
that “norm,” the excess would be taxed at 
diminishing, rather than increasing, rates. 


For example, Mr. John Jones’s income tax 


returns disclose the following taxable net 
income: 


SE enh eve ensd oueners $11,000 
BE Scio as wady een esas 13,000 
EE ins oe kusthehee teehee 10,000 
_ rear 
MP $45. Gskhaetcstsat oe 14,000 


That taxpayer’s “norm” would be the 
total of those five years’ income, divided by 
five, or $12,000. For the taxable year 1952 
his net income was $15,000, or an excess of 
$3,000 over his “norm.” On the first 
$12,000 of 1952 net income he would pay 
the prevailing rates like any other taxpayer, 
but on the excess of $3,000 he would pay a 
rate lower than the top bracket applicable 
to his $12,000 income. 


Each taxable year the “norm” should be 
recomputed by taking the average of the 
last five previous years. 


This inducement of a lower rate on the 
amount of net income over and above a tax- 
payer’s normal or usual income would tend 
to overcome the attitude of many taxpayers 
of refusing to exert themselves and take 
additional risks, because of the present di- 
minishing net after taxes. The plan neces- 


Acq. and Non-acq. 








Acq. and Non-acq. 





sarily would encourage greater productivity, 
which the economists say is the real meas- 
ure of wealth, and would go a long way 
toward checking inflation. 


LAWRENCE J. WEST 


CHICAGO 


It’s a Hard Life 
Sir: 


As a newly fledged member of the legal 
fraternity, I have been pondering the ad- 
visability of joining a country club in order 
that I may increase my clientele which, at 
the moment, is extremely small in number. 
However, I fear that, unless the fees and 
other expenses are deductible, the cost may 
be too great. 


The Commissioner seems to lean heavily 
on the personal aspect in determining 
whether such expenses are deductible and 
appears to frown on a taxpayer’s getting 
enjoyment from playing the game. Ap- 
parently, unless I can show that fees were 
obtained from my club contacts and that 
there was only a business motive in playing 
the game, the expenses will be personal and, 
therefore, not deductible. If I do not join, 
I may be passing up great possibilities. The 
dilemma is increased by the fact that the 
treasury is low. 


In Johnson v. U. S., 42-1 ustc J 9180, the 
court reminded the government of the fable 
of “the goose and the gold eggs.” Unfortu- 
nately, the “goose” may turn out to be an 
“ugly duckling” for me. 

None of the Bureau’s rulings seem to 
favor young attorneys in this respect but, 
if the Commissioner reads this, special dis- 
pensation may be granted them in the 
future. 

GOT. 
CHICAGO 


[Alas, the Commissioner is unrelenting. See 
“Interpretations,” at page 770.—Editor] 
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Tax=-Wise 


Meetings of Tax Men 


University of Chicago.—The Fifth Annual 
Conference on Federal Taxes sponsored 
by the University of Chicago will be held in 
Chicago on October 29, 30 and 31. This 
conference will highlight recent developments 
in the field of taxation. The sessions have 
been planned to help those who have had 
some training and experience in tax matters. 

The sessions are being planned in such a 
way as to allow opportunity for audience 
participation both by discussion and ques- 
tion. Among the speakers will be Albert 
E. Arent, Leo Diamond, Dale H. Flagg, 
Robert N. Miller, Randolph Paul and 
Herman Reiling. 


The following is a tentative arrangement 
of the sessions and lectures: 


GENERAL SESSION 
Directions in Which Tax Law Has Been 
Moving. 
Highlight Developments of the Year (A 
Review of Cases and Rulings). 
The Reorganization of the Bureau of In- 
ternal Revenue—An Appraisal. 


ESTATE AND TRUST PLANNING 

Skipping a Generation in the Transmis- 
sion of Wealth. 

Annuities, Profit Sharing and Pension 
Plans in Estate Planning. 

Gifts to. Minors. 


FAMILY AND PARTNERSHIP 
PROBLEMS 
Shifting Income Within the 
Group. 
The Termination of an Interest in a 
Partnership. 
The Short-Term Trust Today. 


THE EXCESS PROFITS TAX 


The Underlying Philosophy of Part II. 
Relief Under the Excess Profits Tax. 
Important Decisions and Rulings. 


Family 


Taxes... 
Tax People... 
Things Taxed... 


PROBLEMS OF THE OPERATING 
BUSINESS 


Operations in Foreign Countries. 
Accounting Difficulties in Taxes. 
Accounting for Items in Dispute. 
ROUND TABLE ON SELECTED 
PROBLEMS 


The members of the planning committee, 
some of whom will act as participants in 
the Round Table on Selected Problems and 
as moderators, are Walter Blum, William 
M. Emery, William N. Haddad, James 
Head, Robert R. Jorgensen, William A. 
McSwain, Michael J. Sporrer, Harry B. 
Sutter and R. S. Van de Woestyne. 

The fee for the conference remains at 
$30. Registration will be transferable among 
the members of a firm. Further details or 
information concerning the conference can 
be obtained from the University of Chicago 
Fifth Annual Federal Tax Conference, 
Downtown Center, 19 South La Salle Street, 
Chicago 3, Illinois. 


Federal Tax Forum.—The Federal Tax 
Dinner of the Federal Tax Forum will be 
held November 6, 1952, at the Hotel Roose- 
velt, New York City. The annual event 
will be dedicated this year to the personnel 
of the reorganized Bureau of Internal Rev- 
enue. Clarence R. Krigbaum, District Com- 
missioner, New York, will be the principal 
speaker and guest of honor. 

There will be an informal reception pre- 
ceding the dinner. Those planning to attend 
the New York University Institute on Fed- 
eral Taxation should note that the federal 
tax dinner will take place on the first day 
of the institute and will not conflict with 
any of its sessions. 

Tickets may be obtained from Miss Eugenia 
Reynolds, Secretary, Federal Tax Forum, 
902 Broadway, New York, New York. 

University of Oklahoma.—The Second 
Annual Tax Institute of the University of 
Oklahoma will be held October 23-25. A 
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dramatized program will deal with the sub- 
ject “Estate Planning.” The registration 
fee is $5. Additional information can be 
secured from John Freeman, Extension 
Study Center, The University of Oklahoma, 
Norman, Oklahoma. 

Marquette University.—The Third Annual 
Marquette University Taxation Institute 
will be conducted October 22-24 in the 
Marquette College of Business Administra- 
tion at Milwaukee. Procedural matters and 
fraud under the new reorganization act, 
excess profits tax, business tax problems, 
corporation and stockholders’ transactions, 
estates and trusts, and forms of business 
organization and their effect on tax liability 
will be included in the discussion. Informa- 
tion is available from the Marquette Uni- 
versity College of Business Administration, 
Milwaukee 3, Wisconsin. 


Tax Institute, Inc—A symposium of the 
Tax Institute, Inc. will be held November 
20-21 at the Princeton Inn, Princeton, New 
Jersey. The topic will be “The Limits of 
Taxable Capacity.” Under the chairmanship 
of Professor Paul J. Strayer, Princeton 
University, the program will treat back- 


ground considerations and present-day limits © 


to taxable capacity as regards federal, state and 
local taxes, and long-range taxation problems. 


Northern California Tax and Accounting 
Conference.—The Northern California Tax 
and Accounting Conference, Society of 
California Accountants, will be held Novem- 
ber 13-14 at the St. Francis Hotel, San 
Francisco, California. 


Oklahoma Association of Public Account- 
ants—The Eighth Annual Convention of 
the Oklahoma Association of Public Account- 
ants will be held October 22-24 at the Alvin 
Hotel, Tulsa, Oklahoma. Those interested 
are asked to contact Mr. T. I. Sullivan, 
Ritz Building, Tulsa, Oklahoma. 


Practising Law Institute——The fall pro- 
gram of the Practising Law Institute in- 
cludes a course entitled “Current Problems 
in Federal Taxation,” which begins October 
6. Classes meet one evening a week. Other 
courses in the fall program include: Invest- 
ments, Bankruptcy and Reorganization and 
Trial Preparation. Registration information 
and the fall catalogue of courses may be 
obtained at the institute offices, 57 William 
Street, New York 5, New York. 


Corporations Pay Greater Share 
of Federal Income 


The fact that corporations are the rising 
money-makers in the federal tax table is 
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illustrated by figures recently released by 
the Treasury Department and reprinted on 
our cover. 


These figures show that income and 
excess profits taxes paid by corporations in 
fiscal 1952 were 33.1 per cent of total federal 
collections as compared with 28.5 per cent 
of total collections in fiscal 1951. A gain in 
importance of nearly 5 per cent was thus 
registered. 


While the trend for corporations is up- 
ward, other figures released by the Treasury 
but not reprinted on our cover show a 
downward trend in the share contributed 
by individuals. 

In 1951, individual income and employ- 
ment taxes accounted for 52.7 per cent of 
federal income. This sharing by individuals 
dropped 1.1 percentage points to 51.6 per 
cent of total collections in 1952. 

The figures from which the above per- 
centages were calculated are presented as 
follows in billions of dollars, adjusted to the 
nearest tenth: 


1951 1952 
Total Federal Revenue.... $50.4 $65.0 
Corporate Taxes .......... 14.4 21.5 
Individual Taxes .......... 26.5 33.5 


It is interesting to note, in conjunction 
with the study of the over-all taxes paid by 
corporations, that New York concerns con- 
tributed nearly one fourth of all corporate 
payments; collections there amounted to 
$5,259,384,285.21 in 1952. Other states 
which were important sources of corpora- 
tion taxes included Illinois, Michigan and 
Pennsylvania, each contributing approxi- 
mately $2 billion; Ohio, paying slightly over 
$1.6 billion; and California, paying a little 
more than $1 billion. 


Voters in 18 States to Judge 
48 Tax Measures in November 


Millions of voters who will go to the polls 
on November 4 will find themselves faced 
with more than the mere “X-ing” of their 
favorite candidates. In 34 states, they will 
be called upon to register their opinion upon 
and determine the fate of a wide variety 
of legislation. 


Voters in four states are liable to feel 
swamped by the amount of legislation they 
will be asked to judge. Of the total of 222 
legislative measures that will appear on the 
November ballots, 119, or more than half, 
will appear on the ballots of California, 
Georgia, Louisiana and Oregon. Georgia 
voters will be the most likely to suffer from 
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writer’s cramp, since they will be faced with 
the problem of deciding the fate of 46 
different measures. Louisiana’s ballot will 
contain 32 measures; California’s, 23; and 
Oregon’s, 18. 

Of the grand total of 222 different meas- 
ures to be voted on, 48 have a tax angle. 
The voting on them will be confined to 18 
states. Georgia with 11 and Louisiana with 
six have the largest individual numbers of 
such tax measures. 


Arranged by states, the various tax meas- 
ures that will be voted on November 4 are 
as follows: 


Alabama.—Voters in Alabama will vote 
upon three constitutional amendments. One 
would limit the expenditure of monies de- 
rived from fees and taxes on motor vehicles 
and fuels to highway uses with the excep- 
tion of such taxes now levied by the state 
for school purposes. The other two amend- 
ments would authorize Blount and Fayette 
Counties to levy special property taxes to 
promote industrial and commercial develop- 
ment. 


Arizona.—_Two measures. A 1 per cent 
production tax on mining would be imposed 
by an initiative petition. Prohibition of the 
diversion of motor fuel taxes to other than 
highway purposes would be imposed by a 
legislatively proposed constitutional amend- 
ment. 


Arkansas.—One measure. A 1951 legisla- 
tive measure would amend the constitution 
so as to authorize cities to levy a 1 per cent 
property tax for the promotion of new 
industries. 


California—Five measures. The first, a 
referendum petition, is against an act of 
the 1951 legislature granting tax exemptions 
to nonprofit, privately owned schools below 
the college level. Two constitutional amend- 
ments would extend to church and college 
buildings under construction the same tax 
exemptions they would have when com- 
pleted and in use. A third constitutional 
amendment would require the filing by 
property owners of sworn property tax 
statements with the county assessor by noon 
of the first Monday in March. 


The fifth tax measure to be voted on in 
California, a constitutional amendment, would 
place the state compensation insurance fund 
in the same position as private insurance 
companies with regard to tax liabilities and 
exemptions. It also provides that insurance 
companies shall not be exempt from the 
payment of motor vehicle registration, li- 
cense and operation fees and would require 
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banks to pay motor vehicles fees whenever 
federal law permits their imposition upon 
national banks. 


Colorado.—One measure. An _ initiative 
petition would put a 5 per cent severance 
tax on oil. 


Florida——Three measures. A _ constitu- 
tional amendment would provide that part 
of the revenue from motor vehicle licenses 
shall be used for capital outlay and debt 
service school purposes. Two other pro- 
posed amendments provide that the respec- 
tive tax assessors for Monroe and Lee 
Counties shall assess the property of the 
county for the purpose of levying taxes of 
all taxing districts. 


Georgia.—Eleven measures, all of which 
are constitutional amendments Motor vehicle 
fuel and license tax receipts, in effect, would 
be limited to highway uses since the amend- 
ment would provide that the appropriation 
in any year for highway use purposes equal 
the amount collected in fees and taxes the 
previous year. Another measure would pro- 
hibit the levy of property tax at more than 
one-fourth mill per dollar and would limit 
the taxation of shares of stock to not more 
than five mills on each dollar. Personal 
property owned by trusts could be exempted 
from taxation by authorization of the legis- 
lature if voters approve a third amendment. 
The remainder of the measures on the 
Georgia ballot concern specific governmental 
subdivisions. They would authorize: (1) 
fire district taxes in Cobb County, (2) a 
soil erosion tax in Glynn County, (3) a 
property tax by the Fulton County Com- 
missioners of Roads and Revenues, (4) an 
occupation license tax by Chatham County 
on rural persons, firms or corporations, 
(5) a sewage tax by the City of Savannah 
and (6) annual improvement taxes for the 
City of Savannah, and Chatham and Rich- 
mond Counties. 


A constitutional 
amendment would prohibit the levying of a 
graduated income tax, would permit the 
classification of property, and lists property 
to be exempt from taxation. 


Illinois—One measure. 


Kansas.—One measure. A constitutional 
amendment would authorize the legislature 
to levy a permanent tax for the creation 
of a building fund for institutions for menial, 
blind, and deaf and dumb patients. 


Louisiana.—Six measures, all of which are 
constitutional amendments. Fire protection 
districts would be permitted to impose 
maintenance taxes. The Fourth Jefferson 
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Drainage District would be authorized to 
levy additional taxes for maintenance pur- 
poses. The police jury of Jefferson Parish 
would be granted the power to levy an addi- 
tional tax on property in order to establish 
a coroner’s office. Municipalities between 
15 and 20 thousand population would be 
authorized to levy a special tax for a city 
employee’s pension and relief fund. House- 
hold goods would be exempted from ad 
valorem taxation. Part of the motor vehicle 
license taxes from certain parishes would 
be used to finance bridges, ferries and high- 
ways in their area. 


Minnesota.x—One measure. A _ constitu- 
tional amendment would change the dis- 
tribution of the excise tax on motor vehicles. 


Montana.—One measure. The gasoline 
tax would be increased one cent per gallon 
if an initiative petition gets the voters’ 
approval. 


Nebraska.—One measure. A constitutional 
amendment would enable the legislature to 
provide a different method of taxing motor 
vehicles than that used for other tangible 
property; the amendment also fixes the 
proportional allocation of such tax proceeds. 


North Carolina.—One measure. The con- 
stitutional limit on the total state and county 
tax which may be levied on the $100 prop- 
erty valuation for general fund purposes 
would be increased from 15 cents to 20 
cents. 


North Dakota.—One measure. Food, food 
products, drugs and medicines would be 
exempted from the sales tax if an initiative 
petition is approved. 


Oklahoma.—Two measures. An initiative 
petition would increase the state sales and 
use tax from 2 per cent to 3 per cent. A 
constitutional amendment would provide 
$125 million for bonus payments to veterans 
of both World Wars. A favorable decision 
by the voters would impose new taxes on 
timber, pulp wood, coal, clay and construc- 
tion sand, and additional taxes on petroleum, 
natural gas, nonintoxicating liquors and 
tobacco products in order to retire the bond 
issue financing the bonus payments. 


Oregon.—Five measures. Taxpayers will 
vote on two referendums against tax meas- 
ures enacted by the state legislature. One 
of the tax enactments imposed a weight- 
mileage tax on truckers; the other imposed 
a tax of 1% cents on each ten cigarettes 
sold in the state. In addition to the refer- 
endum on the weight-mileage tax, the trucking 
industry, through an initiative petition, pro- 
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poses a constitutional amendment to pro- 
vide that all taxes, fees and licenses levied 
directly or indirectly for highway purposes 
shall be assessed equitably and fairly and 
that such levies shall consist of registration 
fees based on weight, and fuel tax based 
on gallonage. The two remaining tax meas- 
ures are placed directly before voters by 
legislative enactment. The first is a con- 
stitutional amendment to provide that nq 
taxing unit shall in any year raise a greater 
amount of revenue than the amount levied 
in one of the three years immediately pre- 
ceding plus 6 per cent or an amount 
approved by legal voters establishing a tax 
base. The second is a legislative measure 
which would provide that the state property 
tax for any fiscal year shall not be greater 
than the total of an amount equal to six 
mills multiplied by the total equalized 
assessed valuation for that year of taxable 
property in the state. Such additional 
amount necessary to pay bonded indebted- 
ness or interest thereon could be added 
to the tax. 


South Carolina—Two measures. Two 
constitutional amendments proposed by the 


. legislature would give the communities of 


Ocean Drive Beach and Myrtle Beach the 
power to assess real property served by 
sewer lines. 


Tennessee.—There will be no voting on 
law changes. However, at the August 7, 
1952 election, the voters adopted a measure 
providing for the calling and holding of a 
constitutional convention. Electors to the 
convention will be chosen at the November 
4 general election. The convention’s main 
subjects will be the dropping of the poll 
tax and home rule for cities. 


Twenty-five Years Ago 


Twenty-five years ago TAXES reported a 
belief of the American Motorist’s Associa- 
tion which we doubt would prevail today. 
The association, it seems, believed that the 
payment by France of her war debt was 
imminent. Not unnaturally, it proposed that 
the moneys which we were about to receive 
be used to build “World War memorial 
highways.” 


* Even then we said that the association 
“deserves honorary membership in the 
Optimists Club.”. Today experience has 
made us more sophisticated—our money is 
given, not loaned, and there is no expecta- 
tion that we will ever be able to use it to 
build roads or even atom bomb shelters. 
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Revocation Without Counsel 


That Saint Ives is the patron saint of 
lawyers is recalled by his recent anniversary 
and by the decision in Estate of Kehr, 
CCH PENNSYLVANIA EstTATES WILLS AND 
Trusts Reports { 27,361. In that case, 
testatrix had attempted to revoke her will 
by writing the words “null and void,” fol- 
lowed by her initials, at the top of an 
unexecuted carbon copy of her will. The 
court held that the writing on the carbon 
copy was ineffective to revoke the original 
will. The court was reminded of the “Jolly 
Testatrix” as testatrix had had her will 
drawn by an able lawyer, but had not 
sought legal advice when attempting to 
effectuate a revocation. While the court 
was reluctant to reach such a conclusion, 
it did so because “the law with regard 
to execution and revocation of wills is 
statutory, and the precise requirements of 
the statutes must be met.” The court re- 
marked: “It is unfortunate that this tes- 
tatrix, who had the wisdom to consult 
counsel when she wished to make a will, 
did not use the same judgment if she 
intended to revoke the will. I cannot sup- 
ply the intent of the testatrix by conjecture 
nor evade the effect of her failure to per- 
form the requisite act so as to accomplish 
this revocation.” 


In an opinion confirming the order dis- 
missing an appeal, it was noted that “This 
decision may frustrate testatrix’s intention 
and result in a disinheritance of her daugh- 
ter, but the result is to be laid at the door 
of the testatrix. It may be attributable to 
her ignorance of the law or to her reluc- 
tance to again consult a lawyer. However, 
the damage done is negligible compared to 
the widespread evil which would flow from 
a contrary decision—a breakdown of the 
sanctity of testamentary instruments estab- 
lished by our Wills Acts.” 


ABA Tax Committees Active 


The recent annual meeting of the Ameri- 
can Bar Association in San Francisco serves 
as a timely reminder that, through its tax 
section, the association has taken an active 
and responsible part in tax matters. 


Since its inception in 1940, the tax sec- 
tion has worked toward a better system 
of taxation. It has attempted to eliminate 
inequities, close loopholes and set up a 
federal tax structure which is in accord 
with the needs of the times. In the main 
it has been successful, as is witnessed by 


the reversal of the Virginian Hotel result, 
the elimination of the Dobson rule and 
changes in various sections of the Code— 
for example, income in respect of decedents 
and transfers in contemplation of death. 


The American Bar Association is the 
first to admit that these results have not 
been attained solely through its efforts; on 
the contrary, it is pleased to acknowledge 
that others have participated and, indeed, 
it welcomes the cooperation of other indi- 
viduals and groups. 


Those people who are familiar with Con- 
gressional procedure and routine will appre- 
ciate the difficulties encountered by the 
association in seeking passage of a bill 
which proposes a change or an amendment. 
In addition, the members of the associa- 
tion who form the various committees also 
are engaged in private practice. The asso- 
ciation, as a whole, while assuming a strong 
publicly responsible role, avoids issues pre- 
senting predominantly social, economic and 
political policy. 


The committees have been studying vari- 
ous problems, among them being that of 
correcting inequities in the taxation of 
earned income by means of a change in the 
base used. This problem has caused con- 
cern to tax people generally since the in- 
comes of nearly all taxpayers are subject 
to fluctuation. None of the proposed aver- 
aging methods seems feasible because of 
the difficulties inherent in each method. 
However, it is hoped that a solution may 
be evolved which will eliminate the present 
inequities which are caused by assessing 
income tax on an annual basis. 


Other problems which have been studied 
and concerning which recommendations 
have been made are simplification of the 
provisions dealing with trusts for the bene- 
fit of the grantor, clarification and revision 
of the sections concerning partnerships, 
amendment of the excess profits tax pro- 
visions so as to provide for an adequate 
average base period and enlargement of 
the Tax Court jurisdiction. 


Too often the general public is beset with 
other problems and is unable to focus its 
attention on a subject which merits more 
than a casual inspection. It is, therefore, 
gratifying to find that there are those who 
are willing to give up their time and leisure 
in order to devote themselves to a study 
of the problems which are currently of 
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such prime importance. It is to be hoped 
that the association will continue to carry 
on this excellent work. 


The Case of the Diminishing Corpus 


A charitable trust provided that the set- 
tlor, a lady 84 years of age, should receive 
from the corpus of the trust ($5,000) $300 
a year as long as she should live or until 
the corpus was exhausted. The trustees 
had absolute control over the trust and the 
trust was to terminate upon the settlor’s 
death, at which time the corpus was to be 
paid over to the charity. 


In 1950 the collector taxed the income 
from the trust to the settlor (if taxpayer’s 
other contributions to charities in 1950 had 
not exceeded 15 per cent of her adjusted 
gross income, she would not have been 
taxable on the income from this trust as it 
would have been considered a charitable 
contribution by her of income). Taxpayer 
paid the tax, filed claim for a refund and 
not having received it, brought action in 
the district court. 


The court, in accordance with the Clifford 
rule, examined all the facts and circum- 
stances of the case, the government having 
claimed that this was a short-term rever- 
sionary trust. It found that the creation 
of the trust effected a substantial change 
in the dominion and control of the settlor 
and that the settlor whose life expectancy 
was short had parted with a substantial 
interest. The transfer was valid and not 
“a sham or a shadow having no substance.” 
Accordingly, the court held that the income 
from the trust should not have been tax- 
able to the settlor—Thuet v. Riddell, 52-2 
ustc J 9430, 104 F. Supp. 521 (DC Calif.). 





Benefit and Burden 


’ elementary school districts. 





Uncle Sam will not be left holding the 
bag. The assignor of a contract with the 
United States Navy failed to transfer to the 
government federal income taxes withheld 
from employees’ wages during the perform- 
ance of the contract. In partial satisfaction 
of said taxes, the government set off the 
amount due from the Navy Department to 
the contractor under the contract. The 
assignee contended that the set-off was 
improper since the assignor’s tax indebted- 
ness arose independently of the contract. 
However, it was held that the taxes were 
directly dependent upon the performance 
of the contract and that the set-off was 
therefore proper.—Central Bank v. U. S. 
(Ct. Cls.). 


It Happens Once in a Lifetime 


Between three and six million dollars is 
due to be returned to Nebraska taxpayers 
in the next ten months under authority of a 
law passed at the special session of the 
Nebraska Legislature, convened August 27. 
The law returns money collected by county 
treasurers under a blanket tax levy on 
The levy was 
created by a 1949 law which was declared 
unconstitutional by the Nebraska Supreme 
Court on June 6 of this year. The money 
being returned is that collected between 
November 1, 1951, and June 30, 1952, on 
1951 levies. Taxes paid before November 
1, 1951, and already spent by the school 
districts, will not be refunded. 


Taxpayers have 240 days from September 
5, 1952, to demand a return of their taxes; 
the county treasurer has 90 days after the 
date on which the demand is received to 
refund the tax. 







City Tax Calendar... 


November 1—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. Ohio: Youngstown em- 
ployer withholding reports and payment 
due. Pennsylvania: Erie employer with- 
holding tax reports: and payment due; 
Philadelphia employer withholding reports 
due; Scranton employer withholding tax 
reports and payment due; Scranton School 
District employer withholding tax reports 
and payment due. Washington: Seattle 

occupation tax reports and payment due; 
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Tacoma occupation tax reports and pay- 
ment due. 


November 20—Louisiana: New Orleans 
sales and use tax reports and payment due. 


November 25—New York: New York City 
conduit company tax reports and pay- 

- ment due; New York City public utility 
excise tax reports and payment due. 


November 30—California: Los Angeles 
monthly sales and use tax reports and 
payment due. 










The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income or 
property tax reports or payments due therein 
for the month covered. 


ARIZONA: November 3—Property tax 
first semiannual installment due (last day). 


ARKANSAS: November 15—Corporate 
income tax second installment due.—Per- 
sonal income tax second installment due. 


CONNECTICUT: November 1—Property 
reports due. 


GEORGIA: November 1—Corporation 


registration statement and fee due. 


IDAHO: November 3—Transient personal 
property reports to home county due. 


INDIANA: November 3—Property tax 
semiannual installment due. 


KENTUCKY: November 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 
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LOUISIANA: November 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


MISSOURI: November 
tax from utilities due. 


MONTANA: November 30—Property tax 
semiannual installment due. 


NEW JERSEY: November 1—Property 
tax quarterly installment due. 


NEW YORK: November 15—Franchise 
(income) tax second installment due.— 
Personal income tax third installment due. 


OREGON: November 15—Property tax 
quarterly installment due. 


TEXAS: November 30—Prop:rty tax first 
installment due. 


UTAH: November 30—Property tax de- 
linquent at noon. 


WEST VIRGINIA: November 30—Prop- 
erty tax semiannual installment due (last 


day). 


WYOMING: November 10—Property tax 
semiannual installment due. 


1—Ad valorem 


DEATH BENEFIT PAYMENTS—Continued from page 794 


does not apply as it has ruled in the case 
of death benefits taxable under Section 
22 (b) (2). 

If Section 126 is applicable, Section 126 
(c) provides that the taxpayer is .entitled 
to a deduction proportionate to the amount 
of estate tax allocable to income received 
by such taxpayer. The deduction is lim- 
ited, however, to the “amount included in 
gross income” of the taxpayer if such amount 
is lower than the amount included for 
estate tax purposes. In the event that the 
death benefit received is exactly $5,000, no 
deduction under Section 126 will be avail- 
able; if more than $5,000 is received, only 
the excess over $5,000 received by the bene- 
ficiary may be used in computing the de- 
duction under the section. 
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Conclusion 


In addition to the questions raised by 
Section 22 (b) (1) (B) discussed above, the 
section may operate to create a gross in- 
equity. Employers who are under no legal 
or contractual obligation often make vol- 
untary payments to beneficiaries of deceased 
employees, because the beneficiaries find 
themselves in financial difficulty. Such vol- 
untary payments do’not qualify under the 
new law. To thus penalize recipients who 
are most in need of assistance is uncon- 
scionable. The authors believe that vol- 
untary payments should be treated as tax 
exempt to at least the same extent as pay- 
ments which qualify under Section 22 (b) 
(1) (B). [The End] 
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Federal Tax Calendar 


Tovember 15— 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages, (2) em- 
ployees’ tax withheld under Section 
1401 ané@ (3) employer’s tax under 
Section 1410 where, during the pre- 
ceding month, the aggregate of such 
amounts exceeded $100. 


Due date, by general extension, of returns 
for year ending May 31 in the case of 
(1) foreign partnerships, (2) foreign 
corporations which maintain an office or 
place of business in the United States, 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of accounts abroad, (4) do- 
mestic corporations whose principal 
income is from sources within the pos- 
sessions of the United States and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Form 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
June 30 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for October. Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


December 1— 


Returns for excise taxes due for October. 
Forms 726, 727, 728, 728(a), 729, 932. 


Tax on Mail-Order Cigarettes Held Valid 


The Illinois Cigarette Use Tax Act, which 
imposes a tax on the privilege of using 
Illinois regardless of where 
such cigarettes are acquired by the user, has 


cigarettes in 


been held valid by the Illinois Supreme 
Court. 
quiring 


Thus, persons who have been ac- 
from mail-order 
vendors in Indiana or Missouri by placing 
orders in the mail in Illinois and prepaying 
the purchase price and return delivery post- 


their cigarettes 


age will have to pay three cents a pack tax 
to the State of Illinois. 


Revenue has the 
names of such purchasers, as a federal law 
requires the out-of-state vendor to furnish 
such names to the department. There has 
not been any enforcement to date because a 
Cook County Superior Court judge previ- 
usly held the act unconstitutional and en- 


The Department of 


joined enforcement shortly after the act went 


into effect. Where do smokers go from 


here? It looks as if they had better confine 
their cigarette purchases to the supermarket 
—at least they won’t have to pay any extra 
What will 


officials do about the cigarettes bought while 


postage or handling charge, 


the case was in the courts? They will go 
after violators, but there is a practical ques- 
tion as to whether the department will 
bother about small amounts and it’s a safe 
bet nothing will be done until after election. 
The department can go back to the effective 
date of the law and collect the tax. Whether 
it will and to what extent is for it to decide. 


Illinois smokers who have been using the 
mails to outwit their state tax collector will 
just sit tight and see what happens. 





Other Helpful, Informative CCH Magazines 


Labor Law Journal 


* Specifically designed and edited to promote sound 

thinking on labor law problems, the Labor Law 

LABOR Journal publishes incisive articles concerned with the 

LAW intimate and complex relationship of Law, Labor, 

JOURNAL = Government, Management, and Union. Month after 

month, the Journal brings you the serious thinking, 

the reasoned conclusions, the viewpoints, and atti- 

tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 





Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 


monthly; subscription rate—$6 a year. Sample copy 
on request. 





Insurance Law Journal 





% Month after month, this helpful magazine presents -—™ 
timely articles on pertinent subjects of insurance law, i JMIManCce 
digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- WN | 
neys general, and other features reflecting the chang- 

ing scene of insurance law. The Journal is edited 

exclusively for insurance law men, by insurance law 

men. Emphasis is on the insurance law fields of Life, 

Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 

$10 a year, including a handsome binder for per- 


manent filing of each monthly issue for a year. Send 
for a sample copy. 


Food Drug Cosmetic Law Journal 


erumte wumeen 


* Essentially, the purpose of the Journal is to stimu- 
Food: Drug Cosmetic Law late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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